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PRESIDENT'S  ECONOMIC  PLAN 


WEDNESDAY,  FEBRUARY  24,  1993 

U.S.  Senate, 
Committee  on  Finance, 

Washington,  DC. 

The  hearing  was  convened,  pursuant  to  notice,  at  10:02  a.m.,  in 
room  SD-215,  Dirksen  Senate  Office  Building,  Hon.  Daniel  Patrick 
Moynihan  (chairman  of  the  committee)  presiding. 

Also  present:  Senators  Baucus,  Boren,  Bradley,  Mitchell,  Riegle, 
Rockefeller,  Daschle,  Breaux,  Conrad,  Packwood,  Dole,  Roth,  Dan- 
forth,  Chafee,  Durenberger,  Grassley,  Hatch,  and  Wallop. 

[The  press  release  announcing  the  hearing  follows:] 

[Press  Release  No.  H-2,  February  22,  1993] 

Treasury  Secretary  Bentsen  to  Testify  on  the  President's  Economic  Plan 

Sen.  Daniel  Patrick  Moynihan  (D.-N.Y.),  Chairman  of  the  Senate  Committee  on 
Finance,  announced  today  that  the  Committee  will  hold  a  hearing  on  the  economic 
plan  the  President  announced  in  his  State  of  the  Union  address.  The  Secretary  of 
the  Treasury,  Lloyd  Bentsen,  will  be  the  only  witness  at  the  hearing. 

The  hearing  will  begin  at  10:00  a.m.  on  Wednesday,  February  24  in  room  SD-215, 
Dirksen  Senate  Office  Building. 

The  President  has  proposed  a  three-part  plan  for  raising  the  Uving  standards  of 
all  Americans.  First,  he  has  proposed  a  $30  billion  stimulus  package  to  create  jobs. 
Second,  in  order  to  increase  both  public  and  private  investment  in  the  country,  the 
President  is  proposing  a  $160  billion  investment  plan.  Finally,  he  is  proposing  the 
largest  deficit  reduction  package  in  U.S.  history — almost  $500  billion  over  4  years 
to  secure  long-term  economic  growth. 

"The  objective  of  the  hearing  is  to  provide  the  Committee  an  opportunity  to  assess 
the  President's  economic  plan,"  Senator  Moynihan  said.  "We  are  delighted  that  our 
former  colleague,  Secretary  Bentsen — the  chief  economic  spokesperson  for  the  ad- 
ministration— will  testify  on  all  aspects  of  the  economic  plan." 

Senator  Moynihan  has  also  requested  written  comments  from  the  public  on  the 
President's  economic  plan.  Additional  hearings  on  the  economic  plan  will  be  held  in 
the  future. 

The  President's  economic  plan  is  described  in  A  Vision  of  Change  for  America, 
available  from  the  Government  Printing  Office. 

OPENING  STATEMENT  OF  HON.  DANIEL  PATRICK  MOYNIHAN, 
A  U.S.  SENATOR  FROM  NEW  YORK,  CHAIRMAN,  COMMITTEE 

ON  FINANCE 

The  Chairman.  A  very  good  morning  to  our  most  distinguished 
guests  who  have  the  distinction  of  appearing  in  our  newly  refur- 
bished quarters. 

I  can  tell  you  that  these  lights  will  be  dimmed  in  the  course  of 
a  week  or  so.  And  you  can  see  the  zodiac  up  there  by  which  we  may 
define  our  future  from  time  to  time. 

Could  I  say  that  at  the  end  of  the  Secretary's  appearance,  we  will 
have  the  opportunity  to  report  out  the  Emergency  Unemployment 

(1) 


Compensation  Amendments  which  we  heard  of  from  Secretary 
Reich  last  week.  I  would  hope  that  members  might  stay  on  hand 
so  a  quorum  would  be  present. 

Now,  this  is  a  very  special  moment.  It  is  the  first  appearance,  in 
his  capacity  as  Secretary  of  the  Treasury,  of  our  former  chairman 
and  our  most  esteemed  friend,  Senator  Bentsen.  He  is  here  to  dis- 
cuss the  President's  economic  proposal. 

And  if  I  may  begin  on  a  bipartisan  note  for  which  this  committee 
is  well  and  deservingly  renowned,  I  would  note  that  an  article  ap- 
pears in  the  New  York  Times  this  morning,  by  Herb  Stein,  who 
was  a  most  able  Chairman  of  the  Council  of  Economic  Advisers 
under  President  Nixon,  which  is  headed,  "Let's  Work  with  Clinton's 
Plan.". 

He  begins  with  the  statement  that  Bill  Clinton's  economic  pro- 
gram is  probably  the  most  far-reaching  effort  ever  made  by  a  Presi- 
dent to  control  the  Federal  budget  deficit.  "In  light  of  the  challenge 
and  opportunity  facing  him  and  the  country,  it  is  somewhat  dis- 
appointing still  that  the  plan  is  the  only  place  we  have  to  start. 
Aiid  it  needs  support." 

I  think  on  that  note,  I  will  turn  to  my  friend  and  sometime  chair- 
man. Senator  Packwood. 

OPENING  STATEMENT  OF  HON.  BOB  PACKWOOD,  A  U.S. 
SENATOR  FROM  OREGON 

Senator  Packwood.  I  want  to  give  the  Secretary  all  of  the  time 
we  can  this  morning,  Mr.  Chairman. 
The  Chairman.  Senator  Bradley. 

OPENING  STATEMENT  OF  HON.  BILL  BRADLEY,  A  U.S. 
SENATOR  FROM  NEW  JERSEY 

Senator  Bradley.  Mr.  Chairman,  if  this  is  the  precedent  being 
set  by  the  chairman  and  ranking  member,  I  will  matke  just  a  few 
comments. 

I  do  not  think  we  have  a  choice.  I  think  the  President  has  given 
us  a  very  important  package.  Deficit  reduction  is  essential  for  our 
children's  future.  It  is  essential  for  higher-living  standards. 

And  it  is  incumbent  upon  us  that  if  there  are  any  changes  of- 
fered, I  in  this  package  that  the  amount  of  money  in  deficit  reduc- 
tion cannot  go  below  where  we  are  now. 

That  has  got  to  be  a  principle  under  which  we  operate.  If  some- 
body has  a  better  idea  for  this  or  that,  they  ought  to  offer  it.  Not 
that  this  package  is  perfect,  but  it  is  certainly  a  major  step  in  the 
right  direction.  And  I  beUeve  it  deserves  our  strong  support  to  the 
extent  that  we  can  give  it. 

The  Chairman.  Senator  Dole. 

OPENING  STATEMENT  OF  HON.  ROBERT  DOLE,  A  U.S. 
SENATOR  FROM  KANSAS 

Senator  Dole.  Mr.  Chairman,  thank  you  very  much.  And  it  is  a 
pleasure  to  have  Secretary  Bentsen  here. 

I  would  just  like  to  have  my  statement  be  put  into  the  record  and 
just  touch  on  a  few  points. 


Secretary  Bentsen,  I  have  a  meeting  with  Prime  Minister  Major 
in  a  few  moments.  And  perhaps  we  will  be  able  to  come  back  for 
questions  and,  if  not,  submit  questions  to  the  Secretary. 

I  think  there  is  always  a  problem  whenever  any  President  sends 
up  any  budget  package.  I  think  we  all  agree  with  the  underlying 
premise  that  we  need  to  create  jobs,  let  the  economy  grow,  attack 
the  deficit,  and  deal  with  the  deficit. 

And  this  is  the  committee  where  most  of  those  decisions  are 
made.  The  tough  decisions  are  going  to  be  made  right  here  in  this 
committee.  And  it  seems  to  me  that  we  have  opportimities  as  well 
as  the  tough  decisions  coming  up. 

But  as  I  look  at  the  plan — and  if  it's  not  accurate,  Mr.  Secretary, 
I  can  correct  it,  but  it  looks  Uke  $360  biUion  in  tax  increases. 

I  have  a  little  chart  here.  I  will  just  hold  it  up  here.  What  we 
are  trying  to  show  here  is  that  63  percent  of  this  package  is  taxes. 
If  you  add  in  the  user  fees,  it  even  makes  it  higher.  The  user  fees 
tend  to  be  taxes  for  most  people. 

And  then,  you  have  the  interest  savings,  13  percent,  that  nobody 
does  anything  about.  Spending  is  about  18  percent  of  the  package, 
but  that  is  primarily  defense. 

So  63  percent  goes  for  a  net  tax  increase  totalUng  $293  bilUon, 
then,  the  18  percent  net  spending  cuts  that  come  out  of  defense. 

And  I  think  if  you  take  a  look  at  President  Clinton's  plan,  it  ac- 
tually increases  domestic  spending  over  inflation  over  the  next  5- 
year  period. 

I  note  in  the  morning  papers  that  there  has  been  a  change  in 
strategy,  that  we  are  going  to  have  a  vote  on  the  budget  resolution 
before  we  vote  on  the  stimulus  package  so  that  members  can  say 
they  voted  to  restrain  spending  before  they  voted  to  spend  more 
money. 

In  my  State  of  Kansas,  the  phone  calls  are  now  nine  to  one 
against  the  package. 

They  started  off  about  even.  There  has  been  a  steady  erosion  be- 
cause people  have  gotten  more  facts,  the  farmers  on  the  energy  tax 
and  other  people  on  taxes  generally. 

Plus,  a  lot  of  people  who  may  not  pay  increased  taxes  have  dis- 
covered they  are  going  to  pay  more  in  consumer  prices.  So  indi- 
rectly, they  are  going  to  have  a  tax  because  they  are  going  to  pay 
more  for  their  prices  because  of  higher  energy  taxes  and  higher 
taxes  on  corporations  and  higher  taxes  on  individual  proprietors  or 
partners  on  Subchapter  S. 

All  these  people  who  make  $100,000  or  $115,000  are  not  just  in- 
dividuals out  there.  The  money  comes  from  their  business,  busi- 
nessmen and  women.  So  it  seems  to  me  that  we  got  some  chal- 
lenges. 

And  the  question  that  I  would  ask  is,  whether  or  not  we  are 
going  to  follow  the  recovery  or  increase  the  recovery? 

I  think  it  is  fair  to  say  that  the  pubhc  can  support  a  number  of 
provisions  in  the  package,  whether  it  is  a  permanent  R&D  credit, 
capital  gains,  or  enterprise  zones.  Those  have  gone  through  here 
before. 

And  I  know  that  there  has  been  a  challenge  to  say,  "Well,  what's 
the  Republican  plan?  Well,  we  don't  think  we  ought  to  stifle  debate 
on  the  Clinton  plan  this  early.  It's  only  been  out  a  week." 


We  do  not  want  to  stifle  debate  on  the  President's  plan.  He  did 
get  elected  President.  And  we  certainly  do  not  want  to  get  in  the 
way  of  some  good  vigorous  debate  on  his  package.  Otherwise,  I 
think  it  would  be  unfair  to  the  American  people  just  to  talk  about 
the  future  without  talking  about  specifics. 

One  thing  that  we  have  talked  about  is  that  we  say,  "Well,  the 
Republicans  are  for  to  eliminate  all  the  spending  and  all  the  tax 
breaks."  That  is  $245  billion.  That  is  a  pretty  good  start.  That  has 
been  recommended  by  some,  and  up  to  the  plan  that  produces  the 
same  amount  of  debt  reduction  as  the  CUnton  Plan,  gmd  roughly 
one-third  of  the  tax.  So  that  might  be  a  place  to  get  started  for  any- 
body. 

And  again,  I  do  not  want  to  stifle  debate  on  the  President's  plan. 
I  think  he  deserves  to  have  his  plan  debated  and  debated  specifi- 
cally, not  just  in  generalities  about  the  concept.  So  we  appreciate 
the  fact  that  you  can  give  us  answers  to  all  of  these  questions. 

And  I  will  either  be  submitting  questions  or  asking  questions 
later. 

[The  prepared  statement  of  Senator  Dole  appears  in  the  appen- 
dix.] 

The  Chairman.  Thank  you,  Senator  Dole. 

Senator  Mitchell. 

OPENING  STATEMENT  OF  HON.  GEORGE  J.  MITCHELL,  A  U.S. 

SENATOR  FROM  MAINE 

Senator  Mitchell.  Mr.  Chairman,  thank  you  very  much  for  your 
courtesy  and  that  of  my  colleagues  to  permit  me  to  proceed  out  of 
order. 

I  will  not  be  able  to  stay  for  the  hearing.  The  Republican  leader 
and  I  are  hosting  a  reception  for  Prime  Minister  Major.  He  will 
have  to  leave  shortly. 

But  I  wanted  to  come  to  welcome  Secretary  Bentsen  to  the  com- 
mittee and  congratulate  him  for  his  assistance  to  President  Clinton 
in  developing  the  President's  economic  program. 

It  is  a  program  for  job  creation,  for  long-term  economic  growth, 
and  serious  deficit  reduction.  And  it  is  a  welcome  plan  for  the  Na- 
tion that  is  being  very  well  received  by  the  American  people. 

They  recognize  that  the  economic  fixture  of  our  country  requires 
that  we  work  together,  deal  directly  and  honestly  with  the  serious 
problems  that  confront  our  country. 

The  President's  program  is  also  being  well  received  in  the  finan- 
cial markets  where  long-term  interest  rates  have  come  down  to 
their  lowest  levels  in  many  years. 

The  market  is  reacting  favorably  to  the  President's  determina- 
tion to  deal  seriously  with  the  Federal  budget  deficit.  This  will 
have  a  favorable  effect  on  the  cost  of  capital,  thereby  facilitating  in- 
creased capital  investment  by  business. 

The  overall  focus  of  the  President's  program  to  reduce  the  Fed- 
eral budget  deficit  while  redirecting  national  economic  spending 
away  from  consumption  and  toward  investment  is  in  the  long-term 
interest  of  the  economy. 

All  proposed  spending  and  tax  changes  considered  by  the  Con- 
gress should  be  evaluated  by  that  standard. 


The  Senate  Finance  Committee  has  a  major  task  in  the  weeks 
ahead,  as  we  review  the  President's  plan.  At  a  minimum,  we  must 
achieve  at  least  as  much  deficit  reduction  as  proposed  by  the  Presi- 
dent. 

To  those  who  are  critical  of  the  President's  plan,  I  think  a 
healthy  debate  is  appropriate  and  desirable,  but  obviously,  those 
who  are  critical  should  offer  constructive  and  specific  alternatives 
of  their  own. 

I  think  it  is  not  enough  merely  to  criticize  an  existing  plan  or 
proposed  plan  without  coming  up  with  specific  and  constructive  al- 
ternatives. 

Working  together,  Democrats  and  Republicans,  I  hope  that  we 
can  come  up  with  a  program  that  will  gain  the  support  of  the  Con- 
gress and  will  persuade  the  American  people  that  we,  like  the 
President,  are  determined  to  deal  with  the  deficit  and  to  lay  the 
foundation  for  sustained  economic  growth  and  job  creation  in  the 
years  ahead. 

Mr.  Chairman,  I  thank  you  very  much. 

The  Chairman.  Thank  you,  Senator  Mitchell. 

Senator  Baucus. 

OPENING  STATEMENT  OF  HON.  MAX  BAUCUS,  A  U.S.  SENATOR 

FROM  MONTANA 

Senator  Baucus.  Thank  you,  Mr.  Chairman. 

I  appreciate  you  calUng  this  hearing  today  to  give  us  a  chance 
to  address  the  President's  package.  I  also  appreciate  the  oppor- 
tunity to  visit  with  our  former  colleague  and  former  chairman  of 
the  committee.  Secretary  Bentsen. 

Welcome  back  Mr.  Secretary. 

Last  Wednesday  evening  the  President  made  a  courageous 
speech.  He  is  the  first  President  in  12  years  to  propose  measures 
that  seriously  address  the  deficit. 

These  problems  will  not  be  easy  to  solve.  President  Clinton  has 
taken  a  bold  first  step.  He  is  doing  the  right  thing. 

I  look  forward  to  working  with  the  President,  Secretary  Bentsen, 
£ind  the  rest  of  the  administration,  in  uplifting  the  economy  and  at- 
tacking the  deficit. 

The  positive  response  of  the  American  people  to  the  President's 
package  is  illustrated  by  the  initial  reaction  of  the  financial  mar- 
kets. A  reduction  in  long-term  interest  rates  has  enhanced  the  flow 
of  much  needed  capital  into  the  economy. 

I  commend  the  President  for  compUing  a  package  that  represents 
the  fulfillment  of  many  of  his  most  important  campaign  commit- 
ments. 

In  particular,  the  income  tax  changes  really  are  targeted  only  at 
the  very  wealthy,  there  is  an  increase  in  funding  for  America's  in- 
frastructure, and  there  are  badly  needed  incentives  for  investment 
in  small  business. 

I  firmly  believe  that  Montanans  and  all  Americans  should  do 
their  fair  share  to  get  America's  economy  back  on  track,  but  no  one 
should  have  to  do  more  than  their  fair  share. 

It  is  with  this  theme  in  mind  that  I  raise  concern  about  the  po- 
tential for  disproportionate  impact  of  two  general  items  in  the 
President's  package.  First,  I  am  concerned  about  the  effect  of  the 


energy  tax  proposals  on  the  west  as  a  whole,  and  specifically  on  in- 
dustries, such  as  sub-bituminous  coal  and  aluminum  production. 

Second,  the  proposals  to  increase  grazing  fees,  to  implement  a 
12.5  percent  gross  royalty  on  hard  rock  mining,  and  the  phase-out 
of  below  cost  timber  sales  in  our  National  forests,  in  fact,  threaten 
thousands  of  jobs  in  Montana,  as  well  as  the  possible  elimination 
of  those  industries  in  the  State. 

I  recognize  that  the  package  represents  a  first  step.  I  am  encour- 
aged by  suggestions  by  Secretary  Bentsen  and  other  members  of 
the  administration  that  there  may  have  to  be  some  adjustments 
made  in  order  to  address  fairness  and  international  competitive- 
ness issues.  I  look  forward  to  working  with  the  administration  to 
resolve  these  issues. 

The  Chairman.  Thank  you,  Senator  Baucus. 

Senator  Roth. 

OPENING  STATEMENT  OF  HON.  WILLIAM  V.  ROTH,  JR.,  A  U.S. 

SENATOR  FROM  DELAWARE 

Senator  Roth.  Thank  you,  Mr.  Chairman. 

It  is  indeed  a  pleasure  to  welcome  you  here  Mr.  Chairman  and 
Mr.  Secretary. 

I  congratulate  you  and  the  President  for  coming  up  with  what 
the  President  has  described  as  a  serious  plan.  Like  any  comprehen- 
sive program,  it  does,  in  my  judgment,  raise  a  number  of  serious 
questions. 

And  while  our  economic  indicators  are  now  showing  some  signs 
of  strength,  I  think,  we  can  all  agree  that  a  principal  problem  is 
the  question  of  job  creation.  And  very  frankly,  I  am  concerned.  I 
am  concerned  as  to  what  increasing  taxes  some  $300  bilhon  will  do 
to  that  recovery  and  the  creation  of  jobs. 

I  might  point  out  that  Newsweek  in  a  recent  article  pointed  out 
that  these  tax  increases  proposed  by  the  administration  are  going 
to  particularly  hit  hard  in  New  England,  Alaska,  California,  Dela- 
ware, and  Maryland. 

I  wonder  if  this  is  the  way  to  go,  when  the  recovery  is  moving 
nicely,  although  not  as  strongly  as  we  would  want. 

Now,  I  think  history  shows  that  the  deficit  is  not  the  result  of 
Americans  being  under-taxed.  Federal  spending  has  consistently 
outpaced  revenue  $150  to  $300  billion  each  year.  I  think  the  prol> 
lem  is  that  for  every  dollar  of  increased  taxes.  Congress  has  spent 
$1.59. 

Mr.  Secretary,  I  find  people  back  home  insisting  that  spending 
cuts  should  be  made  before  we  consider  any  t£Lx  increases. 

And  one  of  my  concerns  is  that  if  you  look  at  the  President's  pro- 
posal, in  the  first  4  years  in  his  first  term,  you  will  find  that  total 
discretionary  spending  goes  up  every  year. 

I  do  not  think  that  answers  what  concerns  the  American  people. 
As  I  said,  they  are  concerned  about  the  fact  that  the  program  does 
not  appear  to  be  doing  enough  with  respect  to  spending  cuts. 

As  I  say,  this  shows  that  in  the  first  term  there  are  no  cuts  in 
the  President's  proposal  with  respect  to  discretionary  spending,  no 
net  cut. 

Finally,  let  me  say,  Mr.  Secretary,  I  think  the  President  has 
rightly  challenged  Members  of  Congress  to  come  up  with  their  own 


proposals.  I  would  just  like  to  make  it  clear  that  in  1990,  I  intro- 
duced what  I  called  my  "Jog  America"  plan,  meaning  jobs,  oppor- 
tunity and  growth. 

And  I  spelled  out  in  detail  where  I  thought  $160  billion  worth 
of  cuts  could  be  made.  We  are  in  the  process  of  trying  to  update 
that. 

But  it  does  seem  to  me  that  the  real  problem  we  face,  the  key 
question  is,  how  do  we  create  jobs  and  growth?  And  from  that 
standpoint,  I  think,  we  are  all  dedicated  to  a  common  goal. 

ThMik  you,  Mr,  Chairman.  | 

The  Chairman.  Thank  you.  Senator  Roth.  1 

Senator  Breaux. 

OPENING  STATEMENT  OF  HON.  JOHN  BREAUX,  A  U.S. 
SENATOR  FROM  LOUISIANA 

Senator  Breaux.  Thank  you  very  much,  Mr.  Chairman,  and 
thanks  for  calling  the  hearing  to  welcome  our  new  Secretary. 

Now,  I  guess  the  Secretary  realizes  what  witnesses  used  to  have 
to  sit  through  while  we  all  made  our  speeches.  [Laughter.] 

I  just  want  to  say  that  when  I  was  in  Congress  during  the  first 
term  of  President  Reagan,  it  was  really  easy.  And,  it  was  a  lot  of 
fun  because  he  asked  us  to  cut  taxes  and  spend  more  money.  And 
that  was  really  easy  for  Congress  to  do. 

A  majority  of  the  Congress  signed  up  to  that  plan.  They  said, 
"Let's  cut  taxes  and  spend  more  than  we  have."  And  we  did  it.  And 
as  a  result,  we  have  a  $4  trillion  long-term  debt  and  a  $300  billion 
plus  deficit. 

Those  fun  days  are  over.  It  is  now  time  to  pay  the  price  of  the 
mistakes  that  we  made  in  the  past.  And  that  is  why  this,  or  any 
proposal,  drafted  by  anyone  that  is  serious  is  going  to  be  disliked 
by  a  large  number  of  people  who  prefer  something  easy. 

Some  people  have  said  "I  don't  like  this  plan  because  it  spends 
too  much.  It  actually  calls  for  spending  more  in  some  areas." 

I  think  that  is  not  the  problem.  It  is  not  just  how  much  we 
spend.  It  is  how  we  spend  those  dollars. 

One  £irea  that  the  United  States  has  not  invested  enough  in  the 
infrastructure  of  this  country.  We  spent  too  much  in  bad  areas. 
And,  we  spent  not  enough  in  other  areas. 

So  it  is  not  just  a  question  of  whether  this  budget  has  more 
spending  in  it.  It  is  where  those  funds  are  going  to  be  spent. 

And  if  you  look  at  this  budget  that  has  been  presented  I  would 
suggest  that  for  the  first  time,  it  moves  away  from  spending  on 
consumption.  It  moves  toward  spending  on  investment  and  rebuild- 
ing the  infrastructure  of  this  country. 

To  illustrate,  this  proposal  caters  new  spending  in  programs  such 
as  the  Job  Corps,  youth  apprenticeship,  defense  conversion,  welfare 
reform,  national  service,  for  Head  Start  programs. 

I  suggest  that  what  we  have  is  a  very  good  starting  point.  Yes, 
it  does  call  for  more  spending  in  programs  that  are  good  for  this 
country  and  desperately  needed  and  in  a  race  in  which  we  fall  far 
behind  other  Nations  that  are  moving  faster  than  we  are  in  eco- 
nomic growth. 

And,  yes,  it  calls  for  some  major  cuts  in  some  programs  on  which 
we  should  be  spending  less.  And,  I  would  suggest  that  when  the 
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American  public  finds  out  what  all  those  cuts  are  about,  we  are 
probably  going  to  get  more  complaints  from  our  constituents  about 
the  cuts  than  we  will  because  of  the  tax  increases. 

Finally,  I  think  it  is  very  importemt  to  show  that  we  are  serious 
about  making  cuts  in  unproductive  programs.  I  think  we  have  to 
do  it  at  the  same  time  we  are  talking  about  rsiising  teixes. 

Middle-income  Americans  have  been  hit  by  seven  separate  Social 
Security  increases.  They  do  not  want  an)rmore  tax  increases  unless 
we  can  show  we  are  serious  about  spending  less  in  unproductive 
areas. 

So  I  think  we  have  to  time  things  carefully.  Do  it  simultaneously 
with  the  stimulus  package.  And  I  think,  we  will  make  a  real  start 
in  moving  this  country  forward  again.  I  commend  the  Secretary  for 
putting  this  package  together  along  with  the  President. 

The  Chairman.  Thank  you,  Senator  Breaux. 

Senator  Danforth. 

Senator  Danforth.  I  have  no  statement,  Mr.  Chairman. 

The  Chairman.  Thank  you.  Senator  Danforth. 

Senator  Chafee. 

OPENING  STATEMENT  OF  HON.  JOHN  H.  CHAFEE,  A  U.S. 
SENATOR  FROM  RHODE  ISLAND 

Senator  Chafee.  Thank  you  very  much,  Mr.  Chairman. 

I  join  in  welcoming  our  friend  and  former  colleague. 

We  are  in  a  situation  here,  Mr.  Chairman,  where  perhaps  every- 
thing has  been  said,  but  everybody  has  not  said  it. 

Secretary  Bentsen.  Can  I  add  the  Texas  rice  to  that  one? 

Senator  Chafee.  Mr.  Secretary,  I  firmly  believe  that  the  most  se- 
rious domestic  problem  facing  the  country  are  these  deficits.  And 
I  commend  the  President  for  having  the  goal  of  doing  something 
about  them. 

And  I  think  that  is  wonderful,  but  I  must  say  it  seems  bizarre 
to  me,  and  you  can  correct  me  in  your  testimony  if  I  am  in  error, 
but  it  does  seem  bizarre  that  the  first  thing  we  do  right  out  of  the 
box  is  to  spend  more  money  without  paying  for  it.  That  is  the  stim- 
ulus package. 

Now,  maybe  there  have  been  changes.  I  read  in  the  newspaper 
today  that  perhaps  the  stimulus  package  has  been  deferred  until 
we  do  have  a  method  for  paying  for  it.  Ajnd  I  think  that  is  splendid. 
And  I  hope  that  is  right. 

I  must  say  that  reporting  on  behalf  of  my  constituents,  they  are 
prepared  to  pay  more  taxes.  And  I  am  prepared  to  support  that.  I 
do  not  think  the  tax  package  is  all  bad. 

But  what  they  do  want  is  commensurate  reductions  in  spending 
and  also  to  have  more  of  it  devoted  to  reducing  the  deficit.  Clearly 
in  this  package,  we  are  embarking  on  substantial  new  spending  in 
some  instances  we  are  creating  new  programs  and  in  others  we 
simply  expand  existing  programs,  all  of  which  may  be  good. 

There  are  precious  few  programs  in  the  Federal  Government  now 
that  somebody  does  not  like,  but  it  is  the  old  question,  are  we  real- 
ly going  to  tackle  this  deficit  or  aren't  we? 

And  it  seems  to  me — and  again,  I  look  forward  to  your  testi- 
mony— that  there  is  a  lot  of  motion  here,  but  when  all  is  said  and 


done  with  the  new  spending  and  the  taxes,  that  the  deficit  has 
been  reduced  precious  httle.  And  that  is  disappointing. 

The  Chairman.  Thank  you,  Senator  Chafee. 

And  then,  Senator  Daschlo. 

OPENING  STATEMENT  OF  HON.  THOMAS  A.  DASCHLE,  A  U.S. 
SENATOR  FROM  SOUTH  DAKOTA 

Senator  DASCHLE.  Thank  you,  Mr.  Chairman. 

I,  too,  want  to  welcome  our  close  fi:iend  and  colleague  and  former 
chairman,  the  Secretary,  this  morning. 

I  can  recall  as  a  very  young  member  of  the  House  of  Representa- 
tives in  1981  being  asked  by  so  many  at  that  time  to  give  the  new 
President  a  chance. 

That  was  really  the  battle  cry,  "Let's  give  the  new  President  a 
chance.  He  has  been  elected,  not  by  an  overwhelming  majority,  but 
he  came  to  the  Congress  with  a  set  of  ideas  that  he  felt  deserved 
an  opportunity  to  be  supported." 

So  we  gave  him  that  chance.  A  vast  majority  of  members  of  the 
Congress  on  both  sides  of  the  aisle  gave  the  President  in  1981  the 
chance  that  he  asked  for. 

But  we  elect  our  Presidents  one  at  a  time.  And  I  think  now  is 
the  time  for  us  to  give  this  President  a  chance,  the  same  way  we 
did  and  in  the  same  bipartisan  spirit  that  we  did  in  1981. 

It  is  a  given  that  each  of  us  has  differences,  that  we  could  come 
up  with  our  own  set  of  ideas  for  a  plan  that  we  think  works  better. 
But  I  frankly  do  not  believe  any  one  of  us  could  have  come  up  with 
a  plan  that  has  any  better  prospects  of  passing  both  Houses  of  Con- 
gress with  a  bipartisan  majority  than  what  the  President  has  pro- 
posed in  the  last  week. 

I  hear  a  lot  of  concern  about  taxes  and  understandably  so,  but 
I  really  hope  that  we  will  focus  our  concern  on  the  deficit,  as  Sen- 
ator Chafee  has  just  indicated.  Those  who  oppose  this  particular 
plan  have  to  explain  what  alternatives  there  are  for  reducing  the 
deficit. 

If  there  are  no  alternatives,  then,  I  think  we  are  faced  with  the 
same  potential  demise  that  we  have  faced  for  the  last  12  years.  The 
alternatives  we  have  experienced  over  the  last  12  years  are  not  ac- 
ceptable: debt,  deficits,  and  slow  or  no  economic  growth. 

And  I  think  we  have  got  to  face  the  American  people  and  tell 
them,  as  we  must  recognize  ourselves,  that  that  is  just  unaccept- 
able. 

More  is  at  stake  fi'ankly  than  just  this  economic  plan.  I  believe 
the  institution  itself  is  at  stake.  The  degree  to  which  we  show  that 
we  can  govern,  that  we  can  come  to  grips  with  these  problems,  is 
the  degree  to  which  our  credibility  will  be  enhanced. 

Those  who  oppose  this  plan  will  be  asked  to  justify  more 
gridlock.  They  will  be  asked  to  justify  greater  deficits.  They  will  be 
asked  to  justify  little  investment  and  unacceptable  economic 
growth.  Those  are  the  results  of  inaction  and  further  gridlock. 
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I  hope  we  can  show  that  we  can  act.  I  hope  we  can  show  that 
we  can  govern.  I  hope  we  improve  the  credibility  of  this  institution. 
And  I  certainly  hope  that,  with  credibility,  we  can  address  the 
problem  forthrightly.  And  we  begin  that  today. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Senator  Daschle. 

And  now  to  wrap  up.  Senator  Boren. 

OPENING  STATEMENT  OF  HON.  DAVID  L.  BOREN,  A  U.S. 
SENATOR  FROM  OKLAHOMA 

Senator  BoREN.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Secretary,  it  is  a  pleasure  to  welcome  you  back  and  also  to 
welcome  you  with  enthusiasm  for  the  package  that  has  been  pre- 
sented by  the  administration  to  Congress. 

As  all  of  you  on  both  sides  of  the  aisle  know,  I  have  always  tried 
to  be  bipartisan  in  my  approach  to  these  matters. 

During  the  terms  of  our  two  previous  Presidents,  while  I  have 
been  serving  here,  I  have  tried  to  support  them  when  I  thought 
they  were  right,  sometimes  to  the  criticism  of  those  on  my  side  of 
the  aisle  who  felt  that  I  was  being  too  bipartisan  at  times. 

I  think  this  is  a  package  that  deserves  the  support  of  the  Con- 
gress, whether  we  are  Democrats  or  Republicans.  I  have  been  wait- 
ing 15  years  now  for  a  President  to  come  forward  and  tell  the  truth 
to  the  American  people. 

We  all  know,  in  spite  of  our  Up  service  to  the  contrary,  that  you 
cannot  increase  your  spending  and  lower  your  income  and  try  to 
balance  the  budget. 

And  now,  the  President  has  had  the  courage  to  tell  the  American 
people  the  truth.  The  people  themselves  understand  that  we  are 
threatening  the  future  of  the  next  generation  if  we  do  not  do  some- 
thing dramatic  to  get  these  deficits  under  control. 

By  the  end  of  the  decade  we  will  devote  25  percent  of  our  whole 
budget  just  to  pay  interest  on  the  national  debt.  This  will  destroy 
the  future  opportunity  for  the  next  generation  of  this  country. 

And  it  will  destroy  the  world  leadership  of  this  country.  We  will 
never  again  play  the  role  in  the  world  that  we  have  played  for  the 
last  several  decades. 

I  think  that  for  the  benefit  of  our  own  people  and  for  the  benefit 
of  the  free  world,  we  cannot  allow  this  to  happen.  We  are  going  to 
destroy  this  country.  That  is  the  truth.  And  the  President  has  had 
the  courage  to  tell  the  truth. 

If  we  do  not  have  the  courage  to  pass  this  package  and  to  meet 
at  a  minimum  his  deficit  reduction  target,  we  should  not  be  here. 
The  people  should  quite  frankly,  remove  us. 

I  do  not  think  any  of  us  who  are  not  willing  to  meet  the  Presi- 
dent's deficit  reduction  target  is  fit  to  continue  to  serve  in  this  Con- 
gress. We  would  not  have  kept  faith  with  the  American  people,  not 
only  Americans  that  are  alive  now,  but  those  that  will  follow  us. 

So  I  for  one  intend  to  fully  support  what  the  President  has  asked 
us  to  do  in  terms  of  deficit  reduction.  I  think  all  of  us  should  take 
the  pledge  that  if  we  want  to  change  parts  of  this  package,  we 
ought  to  do  it  in  such  a  way  that  we,  ourselves,  propose  paying  for 
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our  amendments;  this  way  we  do  not  compromise  our  ability  to  re- 
duce the  deficit  as  the  President  has  asked. 

That  is  certainly  the  way  I  intend  to  proceed.  And  I  find  that  my 
constituents,  as  long  as  we  keep  faith  with  them  and  actually  re- 
duce the  deficit,  are  willing  to  make  sacrifices. 

I  would  make  one  point.  I  have  been  saying  that  we  have  to  be 
very  careftil  not  to  pass  the  spending  parts  first,  the  so-called  stim- 
ulus package.  And  I  have  said  that  it  is  like  saying  to  your  5-year- 
old,  "Now,  you  can  have  your  dessert  first.  And  later,  I  am  going 
to  ask  you  to  eat  the  spinach." 

Unfortunately,  our  record  in  the  Congress  demonstrates  that  we 
do  not  always  have  the  ability  to  exercise  that  kind  of  self-re- 
straint, an5rmore  than  some  5-year-old. 

So  I  am  glad  to  hear  that  the  budget  resolution  will  be  offered 
first  before  we  vote  on  the  stimulus  package.  It  is  a  step  in  the 
right  direction. 

I  would  say,  however,  Mr.  Chairman  and  Mr.  Secretary,  that  the 
budget  resolution  is  still  not  totsdly  self-enforcing,  as  we  know  it. 

And  I  would  hope  that  even  if  we  do  that,  the  stimulus  package 
would  be  pared  down  to  only  those  items  that  have  to  be  passed 
very  quickly,  like  the  summer  youth  employment  and  unemploy- 
ment. We  should  keep  it  as  small  as  possible  and  try  to  move  all 
the  rest  of  the  stimulus  package  with  the  reconciliation  bill. 

In  1981,  we  were  able  to  move  the  reconciliation  bill  within  4 
months  of  the  budget  resolution.  I  hope  the  budget  resolution  will 
be  modified  to  set  up  the  timetable  to  do  it  even  faster  this  year. 

The  urgency  is  even  greater  than  it  was  in  1989  to  get  that  defi- 
cit reduced.  I  would  hope  that  we  could  do  it  in  2V2  to  3  months 
to  really  get  on  with  the  business,  pair  down  the  stimulus  package. 
And  let's  have  the  dessert  and  the  spinach  at  the  same  time  and 
keep  faith  with  the  Americ£in  people. 

The  Chairman.  On  that  emphatic  note,  Mr.  Secretary,  we  wel- 
come you  once  again,  sir. 

STATEMENT  OF  HON.  LLOYD  BENTSEN,  SECRETARY, 
DEPARTMENT  OF  THE  TREASURY,  WASHINGTON,  DC 

Secretary  Bentsen.  Mr.  Chairman,  I  am  delighted  to  be  back 
here  with  you.  We  have  worked  on  so  many  economic  problems  to- 
gether. And  I  approach  you  again  in  a  bipartisan  way.  On  the  vast 
majority  of  measures,  we  have  passed  through  this  committee  with 
bipartisan  support. 

I  have  heard  some  people  say  that  this  can  be  the  vote  of  a  Ufe- 
time.  I  think  that  is  true.  I  think  we  are  at  a  critical  point  in  the 
life  of  this  country. 

And  if  we  do  not  do  it  now,  it  is  going  to  be  a  lot  tougher  to  do 
it  4  years  from  now.  The  options  will  be  much  more  constrained. 
And  this  is  the  time  to  try  to  get  it  done. 

I  was  Ustening  to  the  minority  leader  saying  he  was  going  to  be 
meeting  with  Prime  Minister  Major  later  in  the  day.  In  having 
breakfast  with  the  Prime  Minister  this  morning,  I  was,  with  a 
great  deal  of  pleasure,  telling  him  that  we  had  heeded  the  advice 
and  the  counsel  of  the  G— 7  countries  in  doing  something  about  get- 
ting our  deficits  under  control,  and  that  tWs  President  had  pre- 
sented a  very  courageous  and  whole  package  to  accomplish  that  ob- 
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jective.  It  was  going  to  be  with  great  pleasure  that  I  go  to  the  Gr- 
7  meeting  on  Saturday  in  London  to  be  able  to  give  to  those  coun- 
tries our  response  of  what  we  think  has  to  be  done  in  a  cooperative 
effort  amongst  our  Nations,  the  G-7  countries,  in  getting  the  world 
economy  back  on  the  move  again,  seeing  what  we  could  do  to  have 
sustained  growth  without  inflation  and  open  up  these  markets. 

Let  me  say  what  we  are  doing  this  morning.  We  are  coming  to 
you  with  not  a  completed,  detailed  package.  We  are  coming  to  you 
before  we  send  you  the  budget  to  talk  to  you  about  some  things 
where  we  want  your  input,  where  we  want  you  to  fill  in  and  help 
us  with  the  further  detail. 

If  you  have  some  cuts  that  you  want,  let's  all  put  our  fingerprints 
on  them.  And  let's  pay  the  political  price,  if  that  is  what  it  means, 
but  I  do  not  think  it  means  a  political  price. 

I  think  the  American  people  are  ready  for  this.  And  they  are 
ready  to  move.  And  I  think  the  overwhelming  support  that  we  have 
seen  in  the  public  opinion  polls  tells  us  that. 

Oh,  I  know  that  the  lobb3dsts  are  gearing  up  to  try  to  protect  this 
part  of  it  or  that  part  of  it,  where  they  have  a  self-interest,  but  I 
think  the  American  people  see  over  that. 

I  know  they  are  jamming  up  your  switchboards.  And  they  are 
going  to  cover  you  up  with  mail.  As  I  have  said  to  you  before,  you 
fellows  have  been  around  awhile.  And  you  surely  know  the  dif- 
ference between  grass  roots  and  astro  turf.  [Laughter.] 

So  what  we  are  seeing  is  an  investment  in  the  future  along  with 
a  strong  and  enduring  recovery.  We  are  talking  about  reversing  the 
dismal,  underlying  trends  of  slow  productivity  growth  and  economic 
stagnation. 

To  improve  our  standard  of  living,  we  need  productivity  growth. 
And  to  do  that,  we  have  to  have  investment. 

Oh,  I  looked  at  that  number  up  there,  that  it  was  $325  billion 
and  what  we  were  tEdking  about  in  cutting  back,  but  that  is  a  net 
figure.  And  we  have  said  so  all  along. 

And  the  plan  put  out  by  the  administration  highlighted  that, 
page  22  of  that  plan.  We  did  not  try  to  hide  it.  That  is  $325  billion 
total,  apart  from  the  gross. 

We  are  talking  about  improving  the  skills  of  our  people,  making 
them  more  competitive  in  the  international  market. 

The  plan  has  three  parts:  a  modest  stimulus  for  the  problems 
facing  us  now,  and  an  investment  package  to  expand  America's  ca- 
pacity to  produce,  and  a  deficit  reduction  program  containing  spe- 
cific spending  cuts  and  tax  increases  to  free  up  money  for  the  in- 
vestment we  need. 

Senator  Boren,  I  used  your  example  yesterday  before  the  Budget 
Committee  in  the  House,  the  spinach  and  the  dessert.  And  I  think 
it  made  an  impact. 

And  once  aggiin,  that  is  where  you  fellows  in  the  Congress  are 
having  some  influence  in  this  package.  Talking  about  seeing  that 
those  cuts  are  made  before  the  stimulus  is  done,  we  are  ready  to 
do  that. 

But  Americans  need  jobs  now.  They  need  to  know  that  the  jobs 
they  have  will  not  evaporate  and  that  they  are  good  jobs. 
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The  stimulus  package  is  both  a  response  to  the  short-term  eco- 
nomic stagnation  that  has  seen  economic  growth  falter  and  a  down 
pajonent  on  longer-term  investments  to  create  more  jobs. 

It  has  two  components:  tax  incentives  for  plant  and  equipment 
and  then,  spending  on  the  public  infrastructure. 

Although  I  think  we  have  seen  some  encouraging  economic  re- 
ports recently,  we  still  have  too  many  people  out  of  work  and  too 
many  factories  have  too  little  to  do. 

We  are  operating  at  just  under  80  percent  of  our  industrial.  And 
even  more  important,  we  have  over  9  million  people  unemployed. 
That  recovery  just  has  not  produced  the  usual  job  growth. 

On  my  chart,  we  give  you  an  example  of  what  is  happening  this 
time:  two- tenths  of  1 -percent  recovery  in  the  way  of  job  growth, 
previous  recoveries,  6.5  percent. 

The  major  reason  for  this  kind  of  slow  job  growth  is  the  anemic 
recovery  that  we  are  seeing.  As  my  next  chart  shows,  real  GDP 
growth  has  averaged  only  about  2  percent  in  the  seven  quarters 
since  the  recession  technically  ended  in  the  spring  of  1991.  And 
that  compares  to  about  5  percent  over  the  comparable  periods  in 
the  past. 

We  need  to  ensure  faster  economic  growth.  And  we  need  to  cre- 
ate new  jobs.  The  $30  billion  stimulus  package  in  the  President's 
plan  does  both. 

It  does  not  so  do  it  by  cutting  taxes  or  increasing  spending  to 
boost  consumption,  but  by  focusing  on  investment  programs  essen- 
tial to  long-term  growth.  And  it  wiU  put  money  into  the  economy 
quickly. 

Roughly,  half  of  the  money  goes  for  tax  incentives  to  stimulate 
the  private  investment.  Specifically,  the  plan  includes  a  temporary 
7-percent  incremental  investment  tax  credit  for  large  businesses, 
and  a  permanent  investment  tax  credit,  phasing  down  from  7  per- 
cent to  5  percent  in  2  years  on  investments  by  small  businesses. 
Small  businesses  are  vital  to  our  economy,  since  they  are  the  major 
source  now  of  new  jobs. 

The  other  half  accelerates  spending  for  programs  to  enhance 
long-term  growth  and  to  jump-start  the  economy.  For  example,  it 
increases  spending  for  highways  and  mass  transit  systems.  It  cre- 
ates the  equivalent  of  about  500,000  full-time  jobs  overall.  Ameri- 
cans need  those  jobs  now.  And  they  deserve  them. 

We  are  going  to  be  working  with  the  leadership  in  the  House  and 
the  Senate  to  do  what  has  to  be  done  to  ensure  passage  of  all  ele- 
ments of  the  economic  program,  whatever  process  is  used. 

In  addition  to  the  tax  incentives  and  direct  investment  in  our 
stimulus,  at  the  Treasury  Department,  we  are  working  with  the 
Federal  Reserve  and  FDIC  to  alleviate  the  credit  crunch. 

I  came  from  business.  I  know  how  important  access  to  credit  can 
be.  And  we  want  to  be  sure  that  they  have  every  opportunity  to  ex- 
pand and  to  create  new  jobs. 

The  stimulus  package  in  easing  the  credit  crunch  is  what  we 
need  to  do  to  tackle  today's  challenge.  Yet,  we  all  know  that  that 
is  only  half  the  battle. 

The  second  component  of  our  plan  attacks  stagnating  productiv- 
ity and  wage  growth.  The  growth  and  output  per  worker  has  prac- 
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tically  ground  to  a  halt  over  the  last  two  decades.  And  real  wages 
have  barely  budged  at  all. 

Average  Americans  have  seen  little  increase  in  their  living  stand- 
ards, particularly  middle-income  Americans. 

Just  recovering  from  the  recession  is  not  good  enough.  We  need 
to  not  only  create  more  jobs,  we  also  need  better  jobs  with  higher 
wages. 

Under-investment  and  private  business  capital  and  public  infra- 
structure and  the  skills  of  the  American  work  force  have  contrib- 
uted to  the  problem,  as  you  can  see  on  this  next  chart.  Look  at  the 
difference  at  what  we  invest  as  compared  to  our  major  competitors. 

Look  at  the  United  States,  15.5  percent,  France  24  percent,  Ger- 
many 22.5  percent,  Italy  24  percent.  And  look  at  Japan,  32  percent. 
United  Kingdom  is  closer  to  ours.  So  that  is  what  we  want  to  try 
to  turn  around. 

It  is  not  just  simply  a  question  of  bricks  and  mortar.  We  need 
to  make  much  greater  investment  in  our  most  important  resource 
of  all.  And  that  is  the  people,  Americans. 

More  investment  is  critical  to  improving  productivity,  wages,  and 
living  standards.  The  program  contains  two  major  efforts  to  im- 
prove both  public  and  private  investment. 

The  investment  package  will  start  shifting  the  composition  of  the 
Federal  budget  from  consumption  to  investment,  as  was  pointed 
out  by  Senator  Breaux  in  his  comments. 

It  will  expand  America's  capacity  to  produce  and  offer  better  op- 
portunities to  workers.  It  will  bear  fruit  long  after  the  current  re- 
covery has  been  firmly  established. 

The  package  includes  both  tax  incentives  and  public  investment 
expenditures.  The  tax  side  of  the  investment  package  includes  two 
important  provisions  for  small  business,  since  small  companies  are 
such  a  major  source  of  jobs. 

First,  small  business  will  continue  to  enjoy  the  perm£inent  in- 
vestment tax  credit  that  is  introduced  in  the  stimulus  package. 

Second,  we  propose  that  investors  in  corporations  under  $25  mil- 
lion of  capital  be  able  to  exclude  50  percent  of  the  gain  on  stock 
held  more  than  5  years.  And  that  is  quite  comparable  to  what  we 
did  in  this  committee  before.  That  exclusion  is  carefully  targeted  to 
benefit  small  growth  companies  and  to  avoid  abuse. 

Small  and  large  capital-intensive  corporations  paying  the  mini- 
mum tax  will  continue  to  benefit  from  the  simplified  and  enhanced 
depreciation  provisions  in  the  package. 

Remember  how  many  complaints  we  had  about  having  to  figure 
out  three  different  depreciation  schedules.  Now,  we  are  tEdking 
about  getting  it  to  one.  And  we  are  talking  about  shortening  that 
depreciation  period.  And  that  is  a  major  help  to  capital-intensive 
companies  in  this  country. 

In  addition,  the  tax  side  of  the  package  permanently  and  retro- 
actively reinstates  severgd  provisions  that  expired  last  June. 

For  example,  we  make  permanent  the  research  and  development 
tax  credit  to  let  business  better  plan  research  investments. 

And  how  many  times.  Senator  Danforth?  You  have  been  one  of 
the  leaders  in  that.  And  you  know  what  we  are  talking  about  here 
in  letting  companies  plan  with  some  continuity  insofar  as  research 
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and  development.  And  we  think  that  will  help.  That  will  help  bring 
it  up. 

To  stimulate  investment  in  housing  for  moderate  and  low-income 
families,  we  permanently  extend  both  the  low-income  housing  cred- 
it and  the  mortgage  revenue  bond  provisions. 

Mr.  Chairman,  you  have  been  long  interested  in  that,  as  have 
many  other  members  of  this  committee. 

Since  investment  in  people  is  as  important  as  investment  in  ma- 
chines, our  plan  makes  permanent  the  targeted  jobs  credit  to  in- 
clude workers  in  an  apprenticeship  program,  frankly  along  the 
lines  of  what  Senator  Breaux  proposed  last  year.  The  plan  also 
would  expand  the  exclusion  for  employer-provided  educational  as- 
sistance. 

Now,  this  part  of  the  program  also  authorizes  the  establishment 
of  enterprise  zones.  And  while  the  details  of  that  are  being  refined, 
the  purpose  is  to  provide  incentives  to  hire  and  train  workers,  to 
improve  the  physical  capital  of  some  of  our  Nation's  most  dis- 
tressed urban  and  rural  areas. 

The  incentives  in  the  investment  package  for  the  private  sector 
are  reinforced  by  increased  public  investment  in  a  range  of  initia- 
tives relating  to  physical  and  human  capital.  Both  are  critical  for 
productivity  and  growth.  This  reaffirms  investment  themes  that 
President  CUnton  articulated  during  the  campaign. 

First,  by  1997,  the  program  commits  nearly  $19  billion  per  year 
to  infrastructure  improvements,  including  transportation,  the  envi- 
ronment, rural  projects,  community  development,  and  technology. 

Second,  the  President  believes  that  in  an  age  of  mobile  produc- 
tion and  mobile  capital,  and  we  sure  have  it,  that  the  one  impor- 
tant resource  that  is  here  within  our  borders  is  our  people. 

And  that  is  where  we  ought  to  be  spending  some  money  for  life- 
long learning,  including  fully  funding  Head  Start.  We  are  talking 
about  nearly  $16  billion  there. 

It  starts  the  composition  of  spending  toward  programs  to  in- 
crease future  living  standards  for  us  and  for  our  children. 

The  last  investment  is  making  certain  that  we  reward  work. 
Anyone  who  works  hard  should  not  have  to  live  in  poverty.  So  to 
meet  that  goal,  the  program  will  sharply  expand  the  earned  income 
tax  credit  to  bring  working  famiUes  above  the  poverty  line. 

You  just  should  not  have  to  work  40  hours  a  week  and  still  find 
you  have  your  family  under  the  poverty  level.  And  that  is  what  we 
are  working  to  correct. 

The  deficit  reduction  package  is  the  third  critical  component  of 
our  plan  to  increase  investment  and  enhance  productivity.  The  def- 
icit affects  every  American  every  day,  not  some  abstract  concept  de- 
bated by  communists.  It  has  real  impact  on  things,  such  as  higher 
interest  rates. 

The  large  deficits  that  we  face  seriously  impede  investment. 
Every  dollar  the  government  borrows  to  spend  on  consumption  is 
a  dollar  not  available  for  private  investment. 

Large  deficits  can  reduce  our  investment  or  make  us  borrow  from 
abroad  to  finance  our  investment  spending.  In  the  1980's,  we  did 
both. 
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Large  annual  deficits  also  produce  a  mountain  of  debt.  And  the 
interest  on  the  debt  accounts  for  an  ever  increasing  share  of  the 
government's  budget. 

This  year,  we  paid  14  percent  of  the  budget  on  interest.  The  sec- 
ond fastest  growing  item  next  to  heedth  care.  If  we  do  nothing  on 
it,  as  some  have  quoted  earUer,  by  the  end  of  this  decade,  it  will 
be  20  percent. 

Try  serving  as  a  Member  of  Congress.  When  you  reach  that 
point,  maybe  you  have  5  cents  out  of  a  dollar  to  work  with  on 
things  you  think  are  necessary  for  the  country. 

The  Congressional  Budget  Office  estimates  that  this  year's  deficit 
will  be  $310  bilHon.  Even  once  the  economy  recovers,  the  structural 
deficit  is  projected  to  continue  rising  sharply.  Growing  deficits  and 
debt  will  rob  us  as  public  officials  of  the  flexibilities  that  we  need. 

Spending  on  health  care,  mandatory  programs,  and  interest  will 
account  for  the  rest. 

We  must  cut  the  Federal  deficit  to  lessen  the  government's  drain 
on  national  savings,  to  fi-ee  up  funds  for  investment,  to  leave  room 
in  the  budget  for  critical  domestic  programs  that  make  our  Nation 
less  dependent  on  foreign  capital. 

President  Chnton's  plan  takes  a  bold  step  in  bringing  that  deficit 
under  control.  In  1997,  when  the  provisions  are  fully  phased  in, 
this  plan  wiU  reduce  the  deficit  by  $140  bilhon. 

Now,  let  me  clarify  something  about  our  debt  reduction  figure 
and  the  point  I  made  a  bit  earlier.  That  $140  billion  is  a  net  figure. 
Our  deficit  reduction  package  alone  actually  lowers  the  deficit  in 
1997  by  $195  bilhon. 

Our  investment  program  totals  $55  billion  in  that  year.  And  that 
is  where  you  get  your  net  of  $140  bilhon. 

The  President  has  made  some  hard  choices  on  spending.  And  he 
made  sure  that  the  deficit  reduction  plan  is  balanced.  In  1997, 
when  the  plan  is  fully  operational,  roughly  half  the  savings  will 
come  fi'om  spending  cuts  and  half  from  revenues.  In  the  years  be- 
yond, the  proportion  of  spending  cuts  remains  at  least  that  high. 

This  administration's  deficit  reduction  plan  differs  from  previous 
plans  in  a  number  of  respects.  This  package  does  not  use  the  rhet- 
oric of  across  the  board  cuts  or  dodging  the  reahty  of  those  who  get 
hit.  It  offers  150  specific  cuts. 

Furthermore,  the  savings  in  this  plgin  are  all  permanent,  not 
temporary.  This  plan  is  not  based  on  a  rosy  scenario,  but  rather 
uses  the  more  conservative  economic  forecasts  of  the  CBO. 

And  I  look  at  what  we  did  in  1990  and  the  package  we  put  to- 
gether. Basically,  the  Congress  and  the  administrations  live  within 
those  parameters,  even  though  President  Bush  disavowed  it  later, 
but  the  big  difference  was  in  the  economic  assumptions  and  then, 
what  happened  to  health  care  costs.  Those  two  things  put  together 
is  what  torpedoed  the  targets. 

So  this  time  when  you  have  more  optimistic  assumptions  by 
0MB,  by  the  blue-chip  indicator,  that  is  not  what  the  administra- 
tion shows.  It  shows  the  more  conservative  estimate  of  CBO. 

Now,  I  understand  what  our  farmers  put  up  with  to  provide  us 
with  the  best  agricultural  products  in  the  world,  but  we  are  going 
to  make  some  changes. 
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Farmers  with  incomes  of  more  than  $100,000  a  year  from  things 
that  do  not  feed  or  clothe  people  do  not  need  agricultural  price  sup- 
ports. That  is  fair. 

Our  plan  also  will  make  prudent  cuts  in  the  Medicare  provider 
payments  without — and  let  me  repeat  that — without  reducing  the 
care  available  to  Medicare  beneficiaries.  Our  plan  does  not  raise 
premiums.  And  hopefully,  it  may  reduce  out-of-pocket  costs  for 
middle-income  and  low-income  Medicare  beneficiaries. 

We  propose  no  change  in  the  cost  of  living  increases  in  Social  Se- 
curity. But  for  upper  income  recipients,  the  plan  increases  the  per- 
centage of  their  Social  Security  benefits  subject  to  tax  from  50  per- 
cent to  85  percent.  It  brings  that  tax  treatment  more  in  line  with 
that  of  private  pensions. 

Mr.  Chairman,  let  me  speak  to  you  for  a  minute  wearing  my  hat 
as  Chairman  of  the  Board  of  Trustees  of  the  Social  Security  Trust 
Funds.  I  know  you  share  my  concern  over  the  financial  health  of 
the  Medicare  fund,  which  according  to  the  1992  Trustees  report 
will  be  exhausted  by  the  year  2002. 

Therefore,  I  am  sure  that  you  are  pleased,  as  I  am,  that  we  are 
proposing  that  the  savings  from  the  increasing  the  portion  of  the 
Social  Security  benefit  subject  to  tax  go  into  the  Medicare  Trust 
Fimd. 

In  other  words,  as  you  are  collecting  part  of  this  income  from 
those  people  who  are  the  beneficiaries  of  the  Social  Security,  we 
are  putting  it  over  here  to  protect  the  Medicare  Trust  Fund  which 
they  are  deeply  concerned  about  and  want  to  be  sure  it  is  there, 
that  they  can  count  on  it. 

This  money  and  the  savings  from  reducing  payments  for  provid- 
ers will  not  solve  the  entire  problem.  To  do  that,  we  need  com- 
prehensive reform  of  our  health  care  system.  But  it  will  extend  the 
period  of  solvency. 

The  many  Americans  who  depend  on  Medicare  for  their  health 
care  will  be  reassured  by  the  improvement  in  that  financial  health 
trust  fiind. 

Now,  let  me  turn  to  the  revenue  side  of  the  deficit  reduction 
package.  And  here,  the  President's  plan  moves  to  a  restore  equity 
to  our  tax  system. 

For  12  years  now,  the  affluent  have  really  not  been  pajdng  their 
fair  share  of  the  cost  of  government.  Now,  as  this  chart  shows,  be- 
tween 1980  and  1993,  the  income  of  the  top  1  percent  rose  47.6 
percent,  while  their  effective  tax  rate  decUned  by  24.6  percent.  And 
we  have  to  reverse  that  trend. 

The  revenue  cheinges  we  propose  restore  greater  progressivity  to 
the  individual  tax  system,  making  it  more  fair  smd  equitable.  Fami- 
hes  with  about  $180,000  in  adjusted  gross  income  will  have  their 
rate  increased  from  31  percent  to  36  percent. 

A  surtax  of  10  percent  is  levied  on  those  with  taxable  incomes 
of  $250,000  or  more  and  gross  incomes  substantially  above  that. 
Those  changes  will  £iffect  only  the  highest  income  of  1.2  percent  of 
American  taxpayers.  And  those  rate  changes  will  not  touch  the  av- 
erage American  household  at  all. 

Higher-income  individuals  are  also  required  to  increase  their 
pa)nnents  under  the  Medicare  tax.  And  revenues  from  this  proposal 
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will  also  go  into  the  Medicare  Trust  Fund,  thus  extending  the  pe- 
riod of  solvency. 

Yes,  and  we  are  asking  corporations  to  pay  their  fair  share.  Al- 
most 40  years  ago,  over  a  quarter  of  the  government's  revenue 
came  from  corporate  taxes.  Now,  it  is  about  9  percent. 

We  propose  raising  the  top  rate  from  34  percent  to  36  percent  for 
corporations  with  incomes  over  $10  million.  It  is  only  going  to  af- 
fect 2,700  large  corporations  out  of  2.2  million  corporations. 

That  is  a  fair  tax  rate  for  the  largest  corporations,  especially 
when  you  stop  to  consider  what  our  competitor  Nations  are  doing. 
Japan's  rate  is  40  percent.  German/s  rate  is  50  percent. 

The  plan  also  recognizes  that  there  is  some  deductions,  such  as 
business  meals,  entertainment,  and  club  dues  that  should  be  re- 
duced or  eliminated. 

And  we  will  make  certain  that  foreign  businesses  pay  the  taxes 
they  owe  in  the  United  States.  And  to  do  this,  the  package  contains 
a  series  of  international  compliance  reforms.  The  principal  provi- 
sion would  require  multinationgd  enterprises  to  establish  their 
transfer  pricing  methodology  before  they  file  their  tax  returns. 

The  administration  will  also  institute  a  sweeping,  new  enforce- 
ment initiative  targeted  at  transfer  pricing  abuses. 

We  expect  marked  improvement  in  compliance  related  to  inter- 
national transactions  as  a  result  of  this  investment  of  IRS  re- 
sources. A  related  provisions  restricts  the  ability  of  foreign-owned 
U.S.  corporations  to  avoid  tax  on  their  earnings  distributed  as  in- 
terest. 

Other  rules  are  proposed  to  prevent  so-called  back-to-back  loans 
and  other  abusive  arrangements. 

Now,  to  ensure  that  we  get  the  most  revenue  possible  from  our 
existing  taxes,  the  package  also  includes  a  series  of  compliance 
measures. 

The  tax  gap,  the  difference  between  what  people  owe  in  taxes 
and  what  is  actually  paid  is  a  persistently  large  number.  Much  of 
this  is  attributed  to  unreported  income,  often  by  businesses. 

This  package  includes  several  provisions  raising  over  $2  billion 
in  1997  to  help  us  get  at  that  kind  of  a  problem. 

And  finally,  the  plan  includes  a  broad-based  energy  tax.  It  has 
three  important  goals:  improving  our  environment  by  effectively 
taking  on  pollution  and  taxing  it,  reducing  dependence  on  foreign 
oil. 

And  right  now,  we  are  importing  almost  $1  billion  a  week  of  for- 
eign oil  often  from  politically  unstable  areas.  And,  of  course,  we  use 
it  to  help  cut  that  deficit. 

The  President  is  very  concerned  about  how  it  is  going  to  affect 
American  families.  And  by  making  other  adjustments,  we  ensure 
that  the  energy  tax  would  mean  little  or  no  loss  in  after-tax  income 
for  households  with  incomes  of  less  than  $30,000  a  year. 

It  will  have  only  a  modest  impact  on  families  between  $30,000 
and  $100,000.  In  fact,  if  you  look  at  the  table  that  we  have  pro- 
vided, you  will  see  that  the  net  impact  of  the  entire  revenue  pack- 
age on  a  middle-income  family  earning  $40,000  is  under  $17  a 
month.  And  that  is  in  1997  when  the  program  is  fully  phased  in. 

The  President  believes  that  this  is  a  fair  contribution  to  ask  of 
middle-income  households  toward  reducing  the  deficit. 
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We  have  already  seen  that  the  bond  market  is  encouraged  by  our 
plan.  And  this  chart  shows,  interest  rates  have  come  down  signifi- 
cantly. I  must  say,  the  chart  is  out  date.  They  have  come  down 
even  more.  I  think  the  rate  yesterday  was  6.82  percent.  That  must 
be  the  lowest  in  at  least  10  years. 

Let  me  show  you  what  that  does.  If  you  are  talking  about  $17 
a  month,  the  impact  of  the  energy  tax,  and  let's  say  you  had  a 
$100,000  mortgage  and  you  put  it  into  effect  at  9  percent,  and  then 
you  have  refinanced  it,  where  you  have  an  adjustable  rate,  that 
would  save  for  that  family  approximately  $60  a  month. 

And  that  affects  the  loan  on  the  car,  consumer  loans.  That  means 
that  the  saving  on  that  home  mortgage  alone  could  be  over  three 
times  as  much  as  the  impact  that  you  would  have  on  the  energy 
tax. 

So  we  have  had  an  excellent  response.  I  am  also  glad  to  see  that 
the  Chairman  of  the  Federal  Reserve  thinks  we  are  on  the  right 
track. 

Our  revenue  increases  and  spending  cuts  will  sharply  reduce  the 
budget  deficit  fi-om  the  levels  projected  by  CBO.  I  said  earlier,  in 
1997,  that  deficit  will  be  reduced  by  $140  billion. 

However,  even  with  a  deficit  reduction  program,  the  deficit  wiU 
begin  to  decline  later  in  the  decade.  The  main  reason  is  the  explod- 
ing cost  of  health  care.  That  is  why  we  need  major  reform  of  the 
health  care  system. 

If  we  do  nothing  to  control  those  costs  in  the  next  decade,  the  in- 
crease in  spending  for  the  Medicare  and  Medicaid  programs  alone 
will  exceed  the  level  of  the  current  deficit. 

So  we  are  searching  for  ways  to  get  that  problem  under  control. 
By  early  May,  we  expect  to  have  a  plan  to  be  enacted  quickly.  And 
bringing  those  costs  under  control  is  the  key  to  permanently  reduc- 
ing the  Federal  deficit.  And  it  is  not  going  to  be  easy. 

We  will  also  offer  legislation  this  spring  to  help  shift;  Americans 
from  welfare  dependency  to  jobs. 

And  getting  control  of  the  hegdth  care  costs  and  enacting  our  eco- 
nomic program  are  each  significant  steps  toward  reversing  this 
growth  of  the  deficit. 

So  finally,  I  will  be  working  with  those  G— 7  ministers  this  week- 
end. I  think  it  is  going  to  result  in  putting  in  a  foundation  for  com- 
plementary action  by  these  other  countries  to  ensure  £in  expanding 
world  economy. 

But  the  success  of  these  efforts  will  largely  depend  on  the  credi- 
bility of  our  domestic,  economic  programs  and  our  commitment  to 
reduce  that  deficit.  And  a  free  and  fair  trading  environment  will 
help  increase  exports  and  our  prosperity. 

So  this  is  it,  folks.  This  is  the  time  for  meaningful  change.  For 
the  first  time  in  years,  we  have  a  plan  that  takes  a  credible  ap- 
proach to  the  deficit,  to  investment,  to  our  long-term  economic 
health. 

Now,  we  have  heard  some  criticism  that  it  does  not  include 
enough  cuts.  Frankly,  I  would  like  to  see  more.  So  we  will  want 
the  contributions  and  the  ideas  of  what  you  think  we  can  do  to 
bring  more  about.  And  we  are  anxious  to  do  it  in  a  bipartisan  way. 

TMs  is  not  a  Democratic  economy  or  a  Republican  economy.  It 
is  an  American  economy.  And  that  is  what  is  a.  stake. 
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Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Secretary  Bentsen  appears  in  the  ap- 
pendix.] 

The  Chairman.  Sir,  that  was  an  extraordinary  statement,  and 
was  everything  we  could  have  hoped  for  from  you  and  everything 
that  we  have  come  to  expect  from  you.  It  is  bipartisan.  It  is  open. 
It  is  candid.  And  I  think,  if  I  can  presume  to  say,  it  is  working. 

You  perhaps  have  not  had  the  chance  to  read  the  Wall  Street 
Journal  this  morning,  but  a  headline  says,  "Bond  Rally  Roars 
Ahead  on  Clinton's  Proposals." 

Now,  you  do  not  see  many  headlines  like  that  in  the  Wall  Street 
Journal  in  New  York.  It  begins,  "The  spectacular  bond  market  rally 
accelerated  yesterday  with  long-term  Treasury  bond  yields  plung- 
ing to  another  record  low  as  investors  rushed  to  embrace  President 
Clinton's  economic  package." 

As  you  just  said,  6.8  percent  probably  is  a  record  low. 

Secretary  Bentsen.  Oh,  I  am  sure  it  is  for  many  years. 

The  Chairman.  Yes.  The  Journal  says  it  that  prices  sank  farther 
into  record  low  territory. 

That  is  a  vote  of  confidence  from  people  who  have  to  be  pretty 
serious  about  what  choices  they  make.  And  I  think  it  is  showing 
all  across  the  country.  And  I  tlunk  it  is  a  great  tribute  to  you,  sir, 
as  well  as  to  the  President. 

On  that  positive  note.  Senator  Packwood.  [Laughter.] 

Senator  Packwood.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  in  the  President's  speech  to  the  Nation,  he  said 
he  was  happy  to  use  CBO  figures.  We  will  all  be  working  from  the 
s£ime  baseline. 

Let's  make  sure  we  agree  on  what  the  baseline  projection  is.  Ba- 
sically, it  is  a  projection  of  what  we  would  spend  if  we  do  not 
change  the  laws. 

Secretary  Bentsen.  That  is  right. 

Senator  Packwood.  All  right.  CBO,  for  spending  over  the  next 
5  years,  has  one  baseline.  0MB  or  the  administration's  baseline,  if 
you  want  to  call  it  that,  is  $123  billion  above  CBO's  baseline.  Wliy 
is  that? 

Secretary  Bentsen.  Well,  obviously,  there  are  more  optimistic 
assumptions  on  the  part  of  0MB.  And  the  Blue-Chip  projection  was 
pretty  close  to  0MB,  as  I  recall. 

But  that  is  a  problem  we  ran  into  in  1990,  when — and  I  do  not 
think  the  administration  at  that  time  was  tr5dng  to  mislead  in  any 
way.  I  think  that  was  their  honest  projection  as  to  what  was  going 
to  happen,  but  it  did  not.  We  saw  the  economy  go  down. 

Senator  Packwood.  Yes.  But  my  question  is  the  President  says 
we  are  going  to  use  CBO  figures. 

Secretary  Bentsen.  Yes. 

Senator  PACKWOOD.  Why  are  you  choosing  to  use  for  a  baseline 
figure  something  different  from  CBO's? 

Secretary  Bentsen.  The  baseline  is  the  same  by  1997.  And  that 
is  our  target  year. 

Senator  Packwood.  Your  figures  are  $123  million  above  CBO's 
for  the  5  years. 

Mr.  Cohen.  No.  And,  in  addition,  the  baselines  are  the  same  by 
1997. 
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Secretary  Bentsen.  In  1997. 

Senator  Packwood.  Yes.  But  over  the  5  years,  you  spend  $123 
million  more  on  baseline. 

Mr.  Cohen.  The  difference  over  5  years  is  much  less  than  $123 
billion  and  there  is  no  difference  in  1997,  our  target  year. 

Senator  Packwood.  Well,  that  does  not 

The  Chairman.  Can  we  get  this  sorted  out? 

Secretary  Bentsen.  Sure. 

Senator  Packwood.  Sure. 

Second,  you  estimate  your  deficit  reduction  from  your  baseline 
rather  than  from  CBO's,  don't  you? 

Mr.  Cohen.  I  am  sorry.  What  was  the  question? 

Senator  PACKWOOD.  You  estimate  your  deficit  reduction  from 
your  baseline  rather  than  CBO's? 

Mr.  Cohen.  That  is  correct. 

Senator  Packwood.  Therefore,  to  the  extent  that  you  are  above 
CBO  when  you  estimate  a  deficit,  you  can  estimate  a  bigger  reduc- 
tion than  they  would  estimate  because  you  are  starting  from  a 
higher  baseline? 

Mr.  Cohen.  But  in  1997  our  target  year,  our  baselines  are  the 
same. 

Secretary  Bentsen.  It  comes  out  the  same. 

Senator  Packwood.  In  that  year? 

Mr.  Cohen.  That  is  correct. 

Senator  Packwood.  But  over  the  5  years,  they  are  not  the  same? 

Mr.  Cohen.  Not  very  much  different. 

Senator  Packwood.  All  right.  Third  question,  on  page  8,  Mr. 
Chairman 

Secretary  Bentsen.  I  will  tell  you  another  we  did.  Senator,  in 
trying  to  be  conservative  in  this,  if  you  look  at  the  Bush  defense 
budget  and  those  cuts,  those  have  to  be  enacted  by  the  Congress. 
Some  could  have  argued,  "Well,  then,  we  ought  to  get  credit  for  it." 
We  did  not  do  that. 

Senator  Packwood.  On  page  8  of  your  testimony,  Mr.  Secretary, 
you  make  reference  to  Japan's  corporate  tax  rate  and  Germany's 
corporate  tax  rate.  What  is  the  relevance  of  that  reference? 

Secretary  Bentsen.  I  think  the  relevance  is  that  it  is  substan- 
tially above  what  we  are  talking  about. 

Senator  Packwood.  But  we  all  know  that  the  percentage  of  tax- 
ation is  not  nearly  as  critical  as  the  base  upon  which  it  is  levied. 

Secretary  Bentsen.  Well,  let  me  also  get  to  the  point  of  what  we 
are  talking  about  insofar  as  corporate  tax  revenue  is  concerned. 
You  are  saying  as  a  percentage  of  the  GDP,  that  it  is  a  higher  per- 
centage thsin  it  is  in  this  country. 

Let's  look  at  the  fact  that 

Senator  PACKWOOD.  Say  that  again. 

Secretary  Bentsen.  As  a  percentage  of  the  GDP,  the  amount  of 
tax  revenue  percentage-wise  or  the  percentage  of — let's  put  it  an- 
other way.  Of  the  amount  of  total  revenue  that  is  received  by  the 
country  from  corporate,  it  is  substantially  higher  in  most  other  in- 
dustrial countries  from  corporations  than  we  have  in  this  country. 

Senator  Packwood.  I  beg  to  differ  with  you.  And  I  am  looking 
now  at  a  chart  called  "Sources  of  Tax  Revenues  as  a  Percentage  of 
Total  Tax  Revenue  of  1990."  And  the  source  is  OECD,  Germany. 
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Secretary  Bentsen.  Give  me  those  numbers  because  I  looked 
those  up,  too. 

Senator  Packwood.  And  I  would  be  happy  to  settle  for  Grer- 
many's  distribution  of  collection  of  income.  Germany,  of  the  total 
revenues  they  collect,  27.4  percent  comes  from  personal  income.  In 
the  United  States,  it  is  35.8  percent.  So  we  collect  more  from  per- 
sonal income  tax. 

On  corporate  income,  Germany  collects  of  their  total  revenues, 
4.7  percent  from  corporate.  We  collect  7.3  percent. 

On  consumption  taxes,  Germany  collects  27.4  percent  of  their 
total  revenue.  We  collect  16.5  percent. 

Of  what  OECD  calls  social  insurance,  Germany  collects  36.8  per- 
cent. We  collect  29.5  percent. 

Would  you  be  willing  to  move  us  toward  a  tax  system  that  basi- 
cally mirrors  Germany  in  the  percentage  of  collections  as  a  total  of 
the  gross  domestic  product? 

Secretary  Bentsen.  Well,  let  me  get  you  different  numbers. 

Senator  PACKWOOD.  Okay. 

Secretary  BENTSEN.  In  the  ones  that  I  have  looked  at,  the  cor- 
porate income  tax  burden  in  most  other  competitive  countries  is 
higher  than  the  United  States. 

In  Japan,  for  example,  the  top  rate  is  40  percent.  And  the  cor- 
porate income  tax  represents  6.7  percent  of  GDP,  compared  to  2.2 
percent  of  the  United  States  for  Federsd,  State,  and  local  revenues. 
Corporate  income  taxes  represent  21.5  percent  of  revenues,  com- 
pared to  a  little  over  9  percent  in  the  United  States. 

And  then,  in  Germany,  the  top  rate  is  50  percent.  Those  are  the 
numbers  that  I  have. 

The  Chairman.  May  I  say,  Mr.  Secretary,  that  the  committee, 
Senator  Packwood,  and  I  have  been  talking  about  the  committee 
having  some  hearings  on  these  patterns  and  learn  more  about 
them. 

And  we  look  forward  to  working  with  your  people  in  that  regard. 

Secretary  Bentsen.  Good. 

The  Chairman.  Senator  Baucus. 

Senator  Baucus.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  I  again  want  to  compliment  the  new  administra- 
tion, as  Senator  Boren  said,  on  being  honest  with  the  American 
people  and  taking  the  bull  by  the  horn  here  in  trying  to  get  this 
deficit  under  control.  We  all  have  to  do  it. 

I  would  just  like  to  explore  with  you  a  little  bit  the  proposed  en- 
ergy tax  knowing  that  a  lot  of  details  have  to  be  flushed  out. 

I  generally  agree  that  it  is  important  for  this  country  to  begin  to 
pursue  a  policy  which  encourages  the  American  people  and  Amer- 
ican industry  to  become  a  little  more  efficient  in  its  use  of  energy. 

I  think  that  we  can  learn  some  lessons  from  Germany  and  Japan 
and  other  countries  with  much  higher  energy  costs,  but  yet  have 
very  strong,  vibrant  economies. 

My  first  question  goes  to  your  general  thoughts  on  various  alter- 
natives of  energy  taxes,  for  example  a  gasoline  tax,  a  oil-import  fee, 
BTU,  Eind  so  forth.  Who  did  you  consult  with,  what  groups  were 
consulted,  what  industries  and  so  forth?  Basically,  why  did  you  set- 
tle on  the  general  BTU  tax  that  you  have  in  mind. 
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When  you  answer  the  question,  I  would  Uke  for  you  to  address 
the  degree  to  which  you  are  going  to  be  addressing  some  honest 
dislocations,  that  is  some  industries  are  going  to  be  hurt  much 
more  than  some  others,  and  the  degree  to  which  we  are  going  to 
try  to  deal  with  all  of  that. 

One  industry  that  comes  to  mind  is  the  aluminum  industry.  The 
projection  I  saw  is  that  it  is  going  to  cause  about  a  25  percent  in- 
crease in  production  costs  for  the  industry. 

And  that  obviously  is  going  to  make  it  very,  very  difficult  for 
them,  an  industry  that  cannot  pass  on  its  cost  increases  because 
you  have  to  take  the  world  market  price,  whatever  the  market 
price  is. 

A  lot  of  major  corporations  can  more  easily  pass  on  energy  cost 
increases  than  some  others.  And  I  am  just  curious  as  to  how  we 
are  going  to  deal  with  all  of  that. 

Secretary  Bentsen.  Well,  we  looked  at  aluminum  production  be- 
cause, of  course,  it  has  high  utilization  of  energy.  And  perhaps  as 
much  as  40  percent  of  aluminum's  cost  is  attributable  to  electricity. 

But  I  am  advised  that  when  the  tax  is  fiilly  phased  in,  that  in- 
creased electricity  costs  are  likely  to  increase  the  cost  of  aluminum 
by  approximately  3  percent. 

As  we  looked  at  the  various  ones,  as  we  looked  at  a  carbon  tax, 
no  question  that  it  hit  coal  particularly  hard.  And  some  regions  of 
the  country  would  have  been  at  a  substantial  disadvantage.  So  we 
backed  away  from  that.  We  would  not  do  it. 

We  looked  at  a  gasoline  tax.  And  the  problem  there  for  States 
like  yours  and  mine,  we  depend  so  much  on  automobiles,  and  Cali- 
fornia, would  take  an  additional  hit. 

We  looked  at  an  import  tax  on  oil.  And  we  should  would  have 
been  hearing  from  New  England  and  the  resistance  there. 

So  as  we  looked  at  pollution,  and  we  looked  at  something  that 
would  have  regional  balance  to  the  degree  we  could,  we  came  down 
with  the  BTU  tax. 

Now,  we  did  put  an  extra  tax  on  oil  because  of  our  dependency 
on  often  politically  unstable  areas,  the  question  of  nationsd  security 
and  the  question  of  increasing  debt  to  other  countries  and  adding 
to  our  trade  imbalance.  And  that  is  why  we  came  up  to  this  one. 

Now,  let's  look  at  coal  for  a  minute.  The  fully  phased  in  energy 
tax  as  a  percentage  of  producers'  prices  for  coal  at  the  mine  mouth 
is  25.6  percent  as  a  percentage  of  1991  prices.  And  24.7  percent  is 
a  percentage  of  projected  1994  prices. 

And  it  is  highest  for  coal  because  of  environmental  concerns  on 
the  high  carbon  content  of  coal  and  pollution.  But  we  expect  coal 
production  to  increase  despite  the  tax,  though  at  a  slightly  reduced 
rate. 

Domestic  coal  production  is  projected  to  go  up  6  percent  during 
the  period  1990  to  2000.  Most  of  that  increase  is  attributable  to  an 
increase  in  coal  exports. 

Senator  Baucus.  Mr.  Secretary,  excuse  me.  My  time  is  about  up 
here. 

I  guess  my  question  also  is  the  degree  to  which  the  administra- 
tion is  willing  to  look  at,  as  I  said,  honest  dislocations. 

Secretary  Bentsen.  Senator,  no  question.  We  will  look  at  it. 
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Senator  Baucus.  Do  you  know  the  degree  to  which  Germany,  for 
example,  has  provisions  which  deal  with  dislocations  caused  by 
high  energy  prices  that  Grermany  imposes  on  its  industry?  I  am  try- 
ing to  get  at  how  they  deal  with  dislocations. 

Secretary  Bentsen.  I  know  that  some  of  our  people  who  helped 
to  draft  this  did.  And  we  will  be  delighted  to  look  into  that. 

Senator  Baucus.  Thank  you. 

Secretary  Bentsen.  Thank  you. 

The  Chairman.  Thank  you,  Senator. 

Senator  Bradley. 

Senator  BRADLEY.  Thank  you  very  much,  Mr.  ChairmEui. 

Mr.  Secretary,  I  just  have  three  quick  questions.  They  are  in  the 
form  of  clarification.  In  the  so-called  millionaires  surtax  that  now 
goes  into  effect  at  $250,000  of  income 

Secretary  Bentsen.  That  is  taxable  income. 

Senator  BRADLEY.  Taxable  income.  My  question  is  why  have  you 
excluded  capital  gains  fi-om  the  millionaires  surtax? 

The  thought  is,  if  you  are  on  salary  and  you  earn  more  than  that, 
you  get  a  10  percent  surtax.  But  if  you  sell  an  asset,  you  do  not 
pay  the  10  percent  surtax  on  the  gain  from  the  asset.  Was  there 
a  rationale? 

Secretary  Bentsen.  Yes.  Part  of  that,  at  some  breaking  point, 
you  get  the  locked-in  situation  on  the  saJe  of  assets.  And  it  is  the 
feeling  of  many  economists  that  that  is  about  it,  that  you  get  less 
revenue  and  assets  stay  more  locked  in  if  you  raise  that  capital 
gains  tax  up. 

Another  reason,  we  try  to  encourage  to  some  degree  people  mov- 
ing into  equities  to  try  to  help  start  new  ventures  and  to  try  to 
build  new  companies.  Part  of  it  was  that,  putting  those  two  to- 
gether. 

Senator  Bradley.  I  would  then  lead  to  the  next  question  which 
is  the  differential. 

Secretary  Bentsen.  Okay. 

Senator  BRADLEY.  If  you  take  the  rate  plus  the  surtax  plus  the 
phasing  out  of  Pease  and  PEP,  you  end  up  with  about  a  41  percent 
effective  rate,  with  a  capit£d  gain  rate  of  28  percent. 

Secretary  Bentsen.  Right. 

Senator  Bradley.  Now,  why  should  that  capital  gain  rate  apply 
only  to  the  top  2  percent  of  earners  in  the  country? 

Secretary  Bentsen.  Well,  are  you  arguing  now  that  the  capital 
gain  rate  is  that  much? 

Senator  Bradley.  What  I  am  sa5dng  is  that  those  two  positions 
are  inconsistent.  On  the  one  hand,  you  are  saying  you  do  not  want 
to  tax  capital  gains.  No  matter  if  someone  sells  a  piece  of  property 
and  makes  $5  million,  that  person  is  not  going  to  have  a  surtax  im- 
posed on  the  sale  of  that  property. 

Secretary  Bentsen.  That  is  right.  And  I  gave  you  the  reasons 
why. 

Senator  Bradley.  And  on  the  other  hand,  you  then  have  a  cap- 
ital gain  rate  that  applies  to  only  to  the  top  2  percent  because  they 
are  the  only  ones  in  the  41  percent  bracket. 

Somebody  does  not  get  a  capital  gain  differential  if  they  are  in 
the  28-percent  bracket.  For  them,  their  wage  income  and  their  cap- 
ital income  is  taxed  at  the  same  rate,  28  percent. 
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Secretary  Bentsen.  I  am  told  that  that  is  just  not  a  correct  as- 
sumption, that  that  28  percent  does  not  work  that  way.  But  I  will 
be  happy  to  get  into  it. 

Senator  BRADLEY.  All  right.  So  you  are  saying  that  the  differen- 
tial does  not  apply  only  to  the  top  2  percent? 

Secretary  Bentsen.  That  is  what  I  am  advised.  Yes. 

Senator  Bradley.  All  right.  Because  in  reading  the  documents, 
that  is  clearly  not  what  I  read. 

Secretary  Bentsen.  Yes. 

Senator  Bradley.  I  read  that  the  differential  was  only  to  the  28 
percent.  All  right. 

The  last  question,  on  this  so-called  qualified  business  stock.  On 
qualified  business  stock,  which  is  under  about  $25  million  in  aggre- 
gate capitalization,  you  get  a  50-percent  exclusion  which  means 
that  you  pay  a  14-percent  tax,  if  you  sell  that  stock. 

Secretary  Bentsen.  You  could  be  right. 

Senator  Bradley.  You  have,  however,  a  5-year  wait. 

Secretary  Bentsen.  That  is  correct. 

Senator  Bradley.  Now,  have  you  done  any  budget  estimates  as 
to  what  will  it  cost  at  the  end  of  5  years?  If  you  pass  it  now,  and 
you  say  people  have  to  hold  it  5  years,  then  there  is  going  to  be 
no  transactions  over  the  next  5  years. 

Secretary  Bentsen.  Yes. 

Senator  Bradley.  But  in  the  sixth  year,  a  lot  of  people  are  going 
to  be  selling  their  stock. 

Secretary  Bentsen.  We  have  done  budget  projections.  I  do  not 
have  them  with  me.  And  I  would  be  happy  to  supply  them  for  you. 
I  surely  will. 

[The  following  information  was  subsequently  received  for  the 
record:] 

In  order  to  qualify  for  the  proposed  50%  exclusion  for  capital  gains  realized  on 
qualified  small  business  stock,  an  investor  would  be  required  to  hold  the  stock  for 
at  least  5  years.  Therefore,  our  revenue  estimates  assume  that  the  exclusion  is  not 
available  for  gains  realized  during  the  5  year  budget  window.  The  $714  million  reve- 
nue cost  of  the  proposal  during  the  window  is  attributable  solely  to  deferral  of  tax 
by  taxpayers  who,  but  for  the  new  exclusion,  would  have  purchased  taxable  bonds 
or  made  short-term  investments  that  would  have  generated  taxable  income  during 
the  budget  window.  By  purchasing  qualified  stock,  these  taxpayers  would  not  pay 
tax  on  any  unrealized  gains  that  accrue  while  they  hold  it  for  at  least  5  years.  That, 
of  course,  is  the  behavior  we  are  trying  to  encourage. 

The  revenue  estimators  at  Treasury  and  at  the  Joint  Committee  on  Taxation  do 
not  project  the  dollar  effects  of  proposals  beyond  the  5-year  window.  This  is  because 
the  CBO  and  0MB  baseline  economic  assumptions  cover  only  5  years,  and  because 
the  reliability  of  predictions  erodes  dramatically  as  you  try  to  stretch  further  into 
the  future. 

Nevertheless,  we  have  considered  the  long-term  revenue  effects  of  the  proposal. 
We  added  a  number  of  limitations  to  the  capital  gains  proposals  that  were  included 
in  last  year's  tax  bills — including  a  smaller  capitalization  limit,  a  maximum  exclu- 
sion of  50%  instead  of  100%,  and  a  cap  on  the  amount  of  gain  that  an  individual 
can  exclude  with  respect  to  each  venture — that  should  limit  the  long-term  cost  of 
the  proposal. 

Although  we  have  not  tried  to  quantify  what  happens  after  the  5-year  holding  pe- 
riod is  satisfied,  our  analysts  believe  that  investors  will:  (1)  start  realizing  deferred 
income  that  they  would  have  realized  during  the  budget  window  but  for  the  5-year 
holding  period  requirement;  (2)  start  realizing  gains  that  they  would  not  have  real- 
ized for  many  years,  or  even  held  until  death,  but  for  the  50%  exclusion;  and  (3) 
continue  to  defer  income  on  qualified  investments  made  in  1994  and  later  years. 

Senator  Bradley.  All  right. 
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Secretary  Bentsen.  But  that  is  the  way  it  works.  That  is  correct. 

Senator  Bradley.  All  right. 

The  Chairman.  Thank  you,  Senator. 

So  that  everyone  will  understand,  particularly  perhaps  our 
guests,  we  offer  in  terms  of  recognition  of  Senators  according  to  the 
Bentsen  rule  which  is  that,  when  persons  who  are  present  at  the 
time  the  hearing  begins,  we  move  by  seniority  after  that  by  se- 
quence of  arrival.  It  confuses  everybody,  except  for  our  secretary 
who  keeps  a  list  of  that. 

Senator  Roth. 

Senator  ROTH.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  last  week,  my  constituents  and  I  heard  the  Presi- 
dent say  that  his  plan  would  not  raise  taxes  on  those  earning  less 
than  $30,000. 

Now,  Dave  Broder — I  have  a  newspaper  article,  too — speUs  out 
that  that  $30,000  is  artificially  inflated  because  it  includes  non- 
cash income  to  a  family,  such  as  computing  rent  and  so  forth. 

But  that  is  not  the  point  I  really  want  to  raise  at  the  moment. 
I  received  a  call  from  a  constituent  back  home  in  Wilmington,  Dela- 
ware, a  Mr.  James  Barry.  And  he  indicated  that  he  was  a  retiree, 
and  that  he  and  his  wife  hved  exclusively  on  their  pension  and  So- 
cial Security  checks  which  were  less  than  $30,000. 

Now,  he  does  not — I  emphasize  does  not  qualify  for  the  earned 
income  tax  credit.  So  he  receives  no  rebate  on  this  proposed  new 
energy  tax. 

Consequently,  even  if  you  accept  that  inflated  $30,000  figure,  the 
fact  is  that  many  people  on  Social  Security,  with  a  pension,  will  be 
paying  the  energy  tax  and  will  receive  no  rebate.  So  it  is  not  accu- 
rate to  say  that  the  President's  proposal  would  not  raise  taxes  on 
those  earning  less  than  $30,000. 

What  do  I  write  to  this  Mr. 

Secretary  Bentsen.  Senator  Roth,  you  write  him  and  tell  him 
that  Mr.  Broder  was  wrong,  that  the  family  economic  income  is  a 
formula  that  has  been  used  for  at  least  15  years. 

It  was  used  in  the  distribution  tables  in  Treasury  1  and  2  in  the 
Reagan  administration.  It  has  been  used  consistently  since  that 
time  for  distributional  purposes  by  the  Treasury. 

Now,  you  got  a  situation,  of  course,  where  he  would  be  eligible 
for  LIHA  that  is  available  for  retirees.  And  it  is 

Senator  Roth.  The  fact  is,  Mr.  Secretary,  is  that  a  retiree  who 
has  no  earned  income,  but  has  a  pension  and  Social  Security  will 
be  paying  an  energy  tax.  And  there  is  no  offsetting  tax. 

Secretary  Bentsen.  Oh,  yes,  there  is.  He  has  LIHA.  And  that  is 
substsintial.  That  is  an  assistance  to  him. 

Senator  Roth.  That,  Mr.  Secretary,  is  a  spending  program  and 
only  for  those  in  a  very  low  income.  I  think  the  fact 

Secretary  Bentsen.  Well,  we  bolstered  that  substantially. 

Senator  ROTH,  But  nevertheless,  it  is  still  a  spending  program. 
What  I  am  saying  is  the  claim  has  been  made  that  no  one  under 
$30,000  would  pay  additional  taxes  when,  in  fact 

Secretary  Bentsen.  What  we  are  talking  about  is  making  them 
whole.  So  it  is  a  spending  program  that  helps  offset  that.  That  is 
what  those  things  have  been  put  in  for. 
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Senator  ROTH.  A  claim  has  been  made  that  there  will  be  no  tax 
increase. 

Secretary  Bentsen.  The  claim  is  that  that  disbursement  is  made 
whole  and  it  has  been  offset. 

Senator  ROTH.  Why  didn't  that  offset  those  with  earned  income 
then?  I  mean,  why  was  it  necessary  to  increase  the  earned  income 
credit? 

I  think  that  if  you  look  at  taxes  only,  the  President's  statement 
that  those  earning  less  than  $30,000  will  not  be  taxed,  then  the 
fact  is  that  they  will  be  taxed  under  the  energy  tax.  And  there  is 
no  offsetting  tax. 

Secretary  Bentsen.  Senator,  it  is  not  limited  just  to  tsixes.  It  is 
extended  to  those  things  that  we  do  in  spending  programs  to  offset 
it  so  that  they  are  made  whole  overall. 

Senator  ROTH.  Mr.  Secretary,  we  can  argue  this  on,  but  I  would 
like  to  go  back  to  the  point  that  our  ranking  member  made  about 
the  baseline.  As  the  President  indicated,  he  was  going  to  use  the 
Congressional  Budget  Office  as  his  baseline. 

Senator  Packwood  mentioned  that  there  is  a  Clinton  baseline,  al- 
though none  of  us  have  actually  seen  what  that  baseline  is.  And 
I  would  respectfully  request  that  that  be  put  in  the  record. 

[The  information  requested  follows:] 

[From  "A  Vision  of  Change  for  America,"  p.  22] 
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Senator  Roth.  But  the  point  I  want  to  make  is  that  what  I  am 
hearing  from  the  people  back  home  is  that  they  want  spending  cuts 
before  we  proceed  with  any  tax  cut. 

And  if  you  look  at  the  Congressional  baseline  and  then  the  pro- 
posed spending  by  the  CHnton  proposal,  you  see  every  year  of  his 
first  term,  there  is  an  increase  in  discretionary  spending,  going  up 
$9,  $9,  $16,  and  $4  billion. 

So  I  think  it  raises  a  serious  question  as  to  where  are  the  tough 
decisions  are  being  made  when,  in  fact,  instead  of  cutting  spending 
during  his  first  term,  spending  is  being  increased.  I  think  that  was 
the  significance  of  the  point  my  colleague  made. 

Secretary  Bentsen.  Well,  let  me  say  first,  that  baseline  is  in  the 
book  that  was  published  on  February  17.  Let  me  also  say  that  as 
I  look  at  that  chart,  I  do  not  think  that  it  gives  us  credit  for  the 
entitlement  savings. 

And  when  we  talk  about  entitlement  savings,  let's  remember 
that  when  President  Reagan  was  talking  about  subjecting  the 
beneficiaries'  funds  that  were  coming  from  Social  Security,  subject- 
ing 50  percent  of  them  to  a  tax,  they  listed  that  as  an  entitlement 
savings,  not  as  a  revenue,  not  as  a  tax. 

And  that  is  what  we  have  followed.  And  I  do  not  think  your  chart 
shows  that. 

The  Chairman.  I  think,  Senator,  one  last  comment  perhaps. 

Senator  Roth.  WeU,  I  think  the  important  point  is  that  this  is 
discretionary  spending  which  includes  defense,  international,  and 
domestic.  The  point  I  am  making  here  is  that  there  is  no  cut  in  any 
year  of  the  first  term  of  the  President. 

The  Chairman.  Senator,  we  will  get  back  to  this. 

May  I  just  say  for  the  record,  LIHA  stands  for  low-income  hous- 
ing assistance. 

Secretary  Bentsen,  Oh,  thgink  you,  Mr.  Chairman. 

The  Chairman.  And  it  also  includes  cooling.  And  I  believe  the 
administration  has  proposed  to  increase  the  amount  from  $1  biUion 
to  $2  billion. 

Secretary  Bentsen.  That  is  correct.  I  remember  debating  that 
one  on  the  floor  of  the  Senate  with  some  of  the  folks  fi'om  the  north 
about  the  problems  of  heat. 

The  Chairman.  We  do. 

Secretary  Bentsen.  And  that  we  have  more  people  die  from  heat 
than  we  do  from  cold. 

The  Chairman.  There  you  are,  sir. 

Senator  Breaux. 

Senator  Breaux.  Not  in  Louisiana.  [Laughter.] 

Thank  you,  Mr.  Chairman.  And  thank  you,  Mr.  Secretary. 

The  Energy  Committee  right  now  is  having  a  hearing  on  taxes, 
and  the  impacts  on  the  energy  industry.  I  think  some  will  be  rec- 
ommending at  that  hearing  energy  consumption  tax  on  that  in- 
stead of  imposing  the  BTU  formula  that  the  administration  should 
recommend  an  across-the-board  consumption  tax  or  a  value-added 
tax  on  all  goods  that  are  consumed  in  this  country. 

My  question  is,  did  the  administration  consider  this  proposal?  Is 
it  a  possibility  in  the  future?  If  not,  can  you  tell  us  why  it  is  not 
a  feasible  idea  to  consider? 
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Secretary  Bentsen.  Well,  what  you  are  talking  about,  if  you  talk 
about  a  value-added  tax,  something  like  that,  you  are  talking  about 
a  very,  very  major  tax  change.  And  here,  we  are  talking  about,  in 
effect,  only  raising  $22  biUion  in  revenue.  And  that  would  be  an 
enormous  change  to  bring  that  about. 

The  other  thing  that  we  have  done  is  to  try  to  attack  pollution 
and  lead  toward  a  cleaner  environment.  And  the  value-added  tax 
does  not  direct  itself  to  negative  environmental  and  those  other 
things  that  are  normally  attached  with  consumption  and  fossil 
fuels. 

Senator  Breaux.  Of  course,  if  you  wanted  to  only  raise  $22  bil- 
Hon  and  you  did  the  VAT  tax,  of  course,  you  would  just  make  it 
much  lower  to  get  the  same 

Secretary  Bentsen.  Yes.  But  a  major  change  in  accounting  and 
what  you  call  on  people  to  have  to  change  their  reporting,  it  is— 
we  have  found  where  we  have  seen  it  in  other  countries  that  it  is 
extremely  expensive  to  collect. 

That  is  not  to  negate  it,  to  say  that  it  should  not  have  consider- 
ation, but  I  can  recall  talking  to  the  British  Prime  Minister — not 
the  British  Prime  Minister — to  the  Canadian  Prime  Minister  and 
the  Ambassador  about  the  complexities  and  the  problems  they  have 
had  in  collecting  that  tax.  So  it  is  not  an  easy  decision  in  that  re- 
gard. 

Senator  Breaux.  Would  you  call  it  a  bad  idea  or  an  idea  whose 
time  has  not  yet  arrived?  [Laughter.] 

Secretary  Bentsen.  You  do  not  give  me  much  of  a  choice.  Let  me 
say,  Senator,  that  obviously,  it  is  one  of  those  ideas  that  has  been 
debated  for  years,  but  I  do  not  think  it  is  applicable  in  this  situa- 
tion. 

Senator  Breaux.  The  President's  proposal  contains  a  14  percent 
capital  gEuns  tax  for  those  investments  held  5  years  in  compEuiies 
with  paid  in  capital  of  $25  million  or  less.  Some  would  argue  that 
we  should  adopt  a  reduction  for  all  capital  gains. 

If  it  is  good  for  a  certain  type  of  investment,  why  shouldn't  it  be 
good  for  a  broader  range  of  investments? 

Some  would  argue  that  this  proposal  would  really  create  a  distor- 
tion in  the  investment  market,  by  only  directing  it  towards  smaller 
companies. 

Secretary  Bentsen.  Well,  we  have,  in  effect,  held  the  capital 
gains  rate  without  increasing  it  to  people  with  higher  incomes,  but 
we  have  directed  this  one  toward  small  business,  trying  to  encour- 
age small  business  and  new  ventures  to  be  started. 

We  put  a  cap  on  that,  as  I  recall.  And  also,  they  could  not  get 
over  10  to  1  or  $1  million,  I  guess,  which  was  the  greater  I  beUeve. 
But  it  is  to  try  to  get  new  ventures,  create  ventures  that  give  that 
kind  of  an  incentive  to  them. 

Senator  Breaux.  May  I  ask  a  question?  And  we  will  discuss  it, 
I  am  sure,  as  legislation  is  developed.  My  question  relates  to  the 
imposition  of  the  BTU  tax  for  natural  gas  at  the  well  head  and  for 
oil  at  that  point  that  it  would  delivered  to  the  refinery. 

There  is  a  lot  of  argument  that  the  tax  could  be  collected  at  a 
better  stage,  particularly  on  natural  gas.  Are  you  familiar  with  this 
issue? 
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Secretary  Bentsen.  Let  me  say  on — and  we  are  debating  these 
right  now,  some  of  these  points,  as  I  stated  at  the  very  beginning 
of  this  testimony.  But  we  are  looking  at  putting  the  tax  on  the 
basis  of  the  output  from  the  refinery,  not  the  input  to  the  refinery. 

Senator  Breaux.  What  about  natural  gas?  Any  thought  about 
whether  the  well  head  is  an  appropriate  place  or  should  it  be  im- 
posed further  down  stream? 

Secretary  Bentsen.  We  have  not  a  final  determination  on  that 
one. 

Senator  Breaux.  One  final  question,  the  proposal  to  eUminate 
lobbying  deductions  by  special  interest.  My  concern  is  that  we  treat 
all  lobbying  the  same.  If  we  are  going  to  have  special  interests,  law 
firms  or  corporations  or  individuals  that  would  not  be  able  to  de- 
duct their  lobbying  expenses,  how  are  we  going  to  treat  those  oper- 
ations that  are  set  up  as  tax-exempt  operations  that  do  extensive 
lobbying? 

Secretary  Bentsen.  Charity  is  an  exEimple. 

Senator  Breaux.  Sir? 

Secretary  Bentsen.  Charity. 

Senator  Breaux.  Not  charity.  I  am  talking  about  groups  like  the 
Sierra  Club,  the  National  Rifle  Association  which  are  not  chari- 
table organizations,  but  are  tax-exempt  organizations. 

I  want  to  make  sure  that  if  we  remove  the  tax  deduction  for  lob- 
bjring  by  businesses  or  corporations  that  we  also  remove  the  tax- 
exempt  lobbying  by  organizations  that  are  structured  under  a  sys- 
tem that  maJtes  them  tax  exempt. 

In  other  words,  one  group  would  be  lobbying  with  tax-exempt 
dollars.  And  the  other  group  would  be  lobb5dng  using  after  tax  dol- 
lars. I  submit  that  everybody  will  reorganize  as  tax  exempts,  if  we 
allow  that  to  happen.  Do  you  have  any  thoughts  on  that  at  this 
stage? 

Secretary  Bentsen.  We  have  been  debating  that  ourselves  in  try- 
ing to  decide  where  to  come  down.  We  want  the  input.  That  is  one 
of  the  reasons  we  are  talking  to  you  and  the  other  members  early 
on. 

Senator  Breaux.  Okay. 

The  Chairman.  I  beUeve  it  is  the  case,  Mr.  Secretary,  that  the 
tsix-exempt  organizations  already  are  restricted  in  what  they  are 
able  to  do  in  lobbying.  And  I  see  some  nods  back  here. 

Senator  Breaux.  Mr.  Chairman,  my  understEuiding,  just  so  we 
have  it  on  the  record,  I  think  and  I  am  not  sure,  that  lobbying  or- 
ganizations, Uke  the  National  Rifle  Association,  are  tax-exempt  or- 
ganization. 

The  Sierra  Club,  I  beUeve  is  a  tax-exempt  organization.  And  no 
one  could  say  that  they  do  not  do  extensive  lobbying. 

The  Chairman.  Certainly  not. 

Secretary  Bentsen.  That  is  right. 

The  Chairman.  Senator  Danforth. 

Senator  Danforth.  Mr.  Chairman,  thank  you  very  much. 

Mr.  Secretary,  it  is  good  to  see  you  back.  Mr.  Secretary,  does  the 
administration  anticipate  sending  to  Congress  other  proposals  for 
tax  increases  this  year? 

Secretary  Bentsen.  Oh,  I  do  not  think  we  can  make  that  judg- 
ment at  this  point.  You  see,  what  we  have  coming  is  health  care 


31 

reform.  We  do  not  know  how  fast  it  will  be  phased  in,  how  inclu- 
sive it  will  be.  And  I  would  not  try  to  make  that  kind  of  an  esti- 
mate at  this  stage. 

Senator  Danforth.  All  right.  The  Washington  Post  a  couple  days 
ago  had  an  article  which  said  that  according  to  an  internal  memo- 
randum within  the  administration,  it  looks  as  though  the  savings 
from  a  health  care  program  would  not  take  place  until  1997  at  the 
earliest  and  that  the  cost  of  bringing  everybody  into  the  health  care 
program  would  be  up  to  $175  billion  over  the  next  4  years. 

The  New  York  Times,  in  an  article  last  week,  indicated  anywhere 
between  $30  and  $90  biUion  of  additional  taxes  per  year  would  be 
required  for  a  health  care  program. 

Do  you  beUeve  that  in  connection  with  the  administration's  pend- 
ing health  care  program,  we  are  going  to  see  a  proposal  for  a  sub- 
stantial tax  increase? 

Secretary  Bentsen.  I  have  stated.  Senator,  I  said  with  the  surest 
speculation,  there  is  no  program  put  together  yet.  And  a  lot  of  work 
is  being  done  on  it.  But  to  try  to  tell  you  whether  it  saves  money 
or  it  cost  money,  I  would  not  try  to  speculate  at  this  point. 

Senator  Danforth.  Is  the  administration  looking  at  some  two 
dozen  proposals  for  additional  taxes  to  pay  for  a  health  care  pro- 
gram? 

Secretary  Bentsen.  Obviously,  they  have  to  look  at  the  options 
from  that  standpoint  at  the  same  time  they  are  looking  at  what 
they  want  to  do  in  tr3dng  to  have  cost  containment.  All  those  op- 
tions have  to  be  explored. 

Senator  Danforth.  Well,  is  it  the  view  of  the  administration  and 
has  it  been  stated  in  memoranda  that  change  in  health  care  cannot 
generate  savings  until  1997? 

Secretary  Bentsen.  That,  I  do  not  know. 

Senator  Danforth.  Isn't  it  a  matter  of  certainty  that  a  health 
care  program  is  going  to  be  sent  to  Congress  this  year  and  that 
health  C£ire  program  must  be  funded  with  additional  taxes? 

Secretary  Bentsen.  I  keep  repeating  to  you,  I  do  not  know.  We 
certainly  expect  to  have  the  plan  sent  to  you  and  have  it  in  May, 
but  to  try  to  tell  you,  to  give  you  any  idea  as  to  how  far  we  extend 
health  care  and  the  availability  in  that  plan  and  what  its  cost 
might  be,  would  be  sheer  speculation.  I  am  not  going  to  do  it. 

Senator  DANFORTH.  Should  we  look  at  mandates  in  the  same  way 
we  look  at  taxes,  just  as  a  matter  of  policy?  Do  they  have  the  same 
economic  effects  on  businesses? 

Secretary  Bentsen.  That  is  gin  interesting  question.  I  would  sup- 
pose to  some  degree,  that  is  right,  but  also  the  question  is,  how 
much  of  a  burden  are  they  bearing  now?  Or  are  you  just  replacing 
that  in  another  form?  All  those  have  to  be  decided. 

What  we  do  know  is  that  some  people  will  have  substantial  sav- 
ings, we  would  anticipate,  under  health  care  reform. 

Senator  Danforth.  Has  the  administration  examined  its  eco- 
nomic proposal,  the  one  you  are  testifying  on  today,  in  the  Ught  of 
possible  proposals  that  will  be  made  with  respect  to  other  taxes  or 
other  mandates? 

What  I  am  asking  you  is  to  see  all  the  cards  that  are  going  to 
be  dealt  to  us,  or  at  least  an  idea  of  what  those  cards  are.  And  if 
I  cannot  see  the  cards 
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Secretary  Bentsen.  Yes. 

Senator  Danforth.  Then,  what  I  would  like  to  know  is,  has  the 
administration  in  putting  together  this  proposal,  considered  it  in 
the  context  of  its  health  care  proposal? 

Secretary  Bentsen.  The  things  that  are  being  done  thus  far  in 
this  proposal  would  be  compatible  with  what  we  would  anticipate 
would  happen  in  the  health  care  proposal. 

Let  me  say  that  we  are  also  looking  at  outlay  cuts  as  a  way  of 
financing  care  and  subsidies  of  smadl  business.  Those  are  also 
under  consideration. 

The  Chairman.  Thank  you.  Senator  Danforth. 

Senator  Chafee. 

Senator  Chafee.  Mr.  Secretary,  I  previously  in  our  telephone 
conversations  expressed  to  you  my  anguish  over  the  failure  of  the 
stimulus  package  to  include  the  abolition  of  the  so-called  luxury 
tax,  which  you  have  spoken  to  and  indicated  you  thought  has  been 
a  disaster. 

And  I  have  trouble  understanding  why  it  was  not  included  in 
this  package  since  it  is  clear  that  that  is  something  that  truly 
would  help  jobs  in  our  country. 

And  you  indicated  that  you  would  be  receptive  to  our  installing 
that,  placing  that  in  the  package,  if  I  am  quoting  you  correctly. 

Secretary  Bentsen.  Senator,  your  views  on  this  have  been  long 
known  and  long  held.  And  I  am  sure  that  members  of  this  commit- 
tee will  look  forward  to  being  the  authors  of  such. 

Senator  Chafee.  Well,  obviously,  in  your  position  in  the  adminis- 
tration, as  we  all  know,  what  the  administration  thinks  is  always 
very,  very  important. 

Secretary  Bentsen.  Let  me  state.  Senator,  that  some  very  tough 
choices  have  been  made  in  these  things.  And  some  things  that  I 
supported  as  a  Senator  were  not  going  to  be  the  case.  And  I  know 
that.  I  look  at  my  friend.  Senator  Roth.  We  worked  hard  on  the 
IRA's.  They  are  not  in  this  package. 

But  what  we  are  trying  to  do  is  increase  savings  in  this  country. 
And  one  of  they  ways  is  by  individual  savings.  Ajnd  the  other  is  by 
cuts  in  that  deficit.  And  in  this  instance,  I  opted  to  support  the  ef- 
fort to  cut  that  deficit  so  that  we  could  have  more  savings  available 
for  private  capital  £ind  private  enterprise. 

Senator  Chafee.  Now,  returning  to  the  point  that  Senator  Dan- 
forth was  discussing,  namely  health  care. 

It  seems  to  me  that  what  you  have  done,  if  I  understeind  it  cor- 
rectly, is  to  absorb  the  potential  monies  fi-om  Medicare  savings  in 
the  budget  in  the  proposal  that  you  submitted  for  deficit  reduction 
while  leaving  nothing  available  to  pay  for  the  health  care  reform 
when  that  comes  along. 

For  example 

Secretary  Bentsen.  No.  I  would  not  say  that  at  all.  We  are  talk- 
ing about,  much  of  what  we  have  done  are  extensions  in  savings, 
seeing  that  the  law  does  not  expire. 

Let  me  give  you  an  example  of  some  of  the  things  that  were  de- 
bated during  the  Presidential  campaign.  A  mesms  testing  for  Medi- 
care, that  was  proposed  by  President  Clinton,  by  President  Bush, 
and  by  Ross  Perot. 

Senator  Chafee.  That  is  the  Part  B  premium? 
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Secretary  Bentsen.  Yes.  And  that  option  is  still  there  for  consid- 
eration. 

Senator  Chafee.  Well,  that  is  right.  However,  you  have  included 
in  your  program  £in  increase  in  the  Medicare  payroll  tax. 

Secretary  Bentsen.  What  we  have  done  is  we  have  had  an  ex- 
tension of  it.  As  you  remember,  in  1990,  what  happened  there,  it 
had  a  fixed  dollar  put  on  it.  And  that  worked  out  to  be  27.4  per- 
cent. And  what  we  are  talking  about  is  just  a  continuation  of  that. 

What  is  it  now? 

Oh,  you  are  talking  about  HI  wage  cap? 

Senator  Chafee.  Yes. 

Secretary  BENTSEN.  Oh,  I  beg  your  pardon.  Well,  on  that  one,  we 
raised 

Senator  Chafee.  Whatever  that  is,  2.7  percent. 

Secretary  Bentsen.  Yes.  Take  that  cap  off.  It  is  $135,000.  We 
took  the  cap  off. 

Senator  Chafee.  It  goes  up.  If  somebody  is  earning  $1  million, 
they  would  pay.  In  effect,  it  is  an  income  tax. 

Secretary  Bentsen.  That  is  correct. 

Senator  Chafee.  Let  me  ask  you,  do  you  include  in  this  package 
a  provision  that  nondeductibility  of  executive  compensation  in  ex- 
cess of  $1  million? 

Secretary  Bentsen.  Yes.  That  is  in  there,  but  also  a  correlation 
on  performance  to  see  that  it  is  not  applied  in 

Senator  Chafee.  Now,  who  specifically  would  the  cap  apply  to? 

Secretary  Bentsen.  Corporations. 

Senator  Chafee.  Well,  how  about  a  .222  hitter  in  baseball  that 
is  making  $2  million.  Is  he — is  that  all  right? 

Secretary  Bentsen.  It  looks  like  there  is  performance  in  that 
one.  [Laughter.] 

Senator  Chafee.  I  would  say  inadequate  performance.  [Laugh- 
ter.] 

I  am  not  sure.  I  got  2  seconds  here.  How  does  this  work?  Suppose 
somebody  is  the  head  of  a  corporation  and  employs  200,000  people 
and  is  successfully  doing  it.  The  head  of  General  Electric,  are  they 
not  entitled  to  pay  him  over  $1  million  or  it  is  not  deductible? 

Secretary  Bentsen.  Well,  I  will  tell  you.  We  are  still  in  the  proc- 
ess of  developing  the  specific  guidelines  for  the  proposal.  We  would 
be  delighted  to  have  your  input  on  it. 

But  what  we  are  trying  to  do,  our  goal  is  to  provide  a  strong  tax 
incentive  for  corporations  to  link  executive  pay  more  closely  with 
long-term  performance  in  the  business.  That  is  what  we  are  striv- 
ing for.  And  if  you  can  help  us  on  it,  we  would  be  delighted. 

Senator  Chafee.  Well,  it  is  an  issue  that  I  would  be  happy  to 
discuss  with  you  further.  Thank  you. 

The  Chairman.  Thank  you.  Senator  Chafee. 

Senator  Grassley. 

Senator  Grassley.  Mr.  Secretary — it  was  reported  in  the  Wash- 
ington Post  this  morning  about  the  President's  speech  to  the  U.S. 
Chamber  of  Commerce.  Clinton  vowed  in  a  speech  to  the  group  yes- 
terday that,  quote,  "There  are  more  cuts  coming." 

Are  you  in  a  position  to  give  us  any  specifics  on  what  those  cuts 
might  be  or  what  sort  of  additional  money  you  might  be  aiming  at? 
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Or  if  you  cannot  give  any  specifics,  when  the  specifics — the  date 
the  specifics  might  come? 

Secretary  Bentsen.  No.  I  cannot  give  you  that,  Senator.  We 
made  some  very  tough  decisions  here.  We  have  gone  farther  than 
any  administration  ever  has  in  outUning  those. 

We  have  told  each  of  you  we  would  be  delighted  to  consider 
yours.  If  you  want  to  add  to  them  or  substitute  for  them,  we  would 
be  pleased  to.  We  have  come  to  you  early  on  in  the  process  before 
the  final  budget  is  submitted  to  you. 

Senator  Grassley.  My  comment  is  not  critical.  It  is  only  in  re- 
gard to 

Secretary  Bentsen.  No. 

Senator  Grassley.  You  did  say  150  specific  programs.  I  am  as- 
suming what  the  President  is  talking  about  here  is  something  be- 
yond that  150. 

Secretary  Bentsen.  Yes.  And  I  would  assume  that,  too,  but  I  do 
not  think  those  have  been  determined.  They  would  have  been  in 
the  package. 

Senator  Grassley.  All  right.  Would  they  be — do  you  anticipate 
that  they  would  be  part  of  the  discussion  that  we  will  have  before 
we  make  a  decision  this  year? 

Secretary  Bentsen.  Well,  that  is  what  we  are  talking  about.  We 
are  just  delighted  to  have  any  kind  of  recommendation  you  have 
in  that  regard. 

Senator  Grassley.  All  right.  But  the  President  here  is  probably 
talking  about  some  additional  proposals  that  he  is  going  to  make. 

Secretary  Bentsen.  Well,  if  we  can  find  them,  we  will.  And  we 
have  surely  been  searching.  We  got  you  150  of  them.  That  is  a 
pretty  good  start. 

Senator  Grassley.  All  right.  Another  point  would  be  a  com- 
mentary, not  necessarily  a  question.  And  that  again,  is  based  upon 
something  I  just  read  in  the  morning  paper.  And  this  is  not  legisla- 
tive. 

This  is  the  President's  own  executive  order,  saying  that  he  is 
going  to  have  100,000  positions  eliminated  in  4  years.  And  accord- 
ing to  some  discussion  yesterday  before  a  House  committee,  that 
evidently  is  in  regard  to  the  table  of  organization. 

The  departments  never  reaUy  filled  their  table  of  organization.  I 
hope  that  what  the  President  is  talking  about  of  reducing  100,000 
jobs  is  100,000  people  that  are  today  actually  on  the  payroll,  not 
some  phantom  job  out  there  that  exist  on  a  table  of  organization 
that  might  not  be  filled.  I  hope  that  he  is  going  to  reduce  it  100,000 
below  whenever  he  made  that  statement. 

Now,  my  next  point  is  this  and  it  is  based  upon  the  proposition 
that  the  President  has  always  said  that  he  wants  his  deficit  reduc- 
tion efforts  to  be  bipartisan. 

And  in  the  last  few  days,  including  some  phone  calls  that  my — 
four  or  five  people  on  my  staff  have  received,  the  Democratic  Na- 
tional Committee  is  doing  telephone  solicitation,  asking  people  for 
$50  to  help  President  Clinton  sell  his  economic  plan. 

It  seems  a  little  unusual,  if  not  a  httle  unseemly  to  have  a  politi- 
cal party  using  this  economic  plan  as  a  fiindraising  tool.  Is  the  ad- 
ministration involved  in  this  money-raising  operation? 

Secretary  Bentsen.  Senator,  I  am  not  informed  on  that. 
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Senator  Grassley.  You  are  not  informed  on  that.  Well,  I  hope 
they  are  not.  I  hope  that  if  they  collect  the  $50  under  this  guise 
that  it  is  going  to  go  for  reducing  the  deficit. 

On  another  question,  2  days  ago,  CNBC  quoted  an  unidentified 
Treasury  official  in  saying  that  the  investment  tax  credit  provisions 
were  not  appUed  to  farm  equipment. 

Secretary  Bentsen.  Well,  that  is  just  wrong. 

Senator  Grassley.  That  is  wrong.  Thank  you.  For  my  part,  I  am 
glad  to  know  that  because  that  is  very  important. 

Secretary  Bentsen.  And  for  my  part,  too.  I  want  to  be  able  to 
go  back  to  Texas.  P-.aughter.] 

Senator  Grassley.  On  Monday,  Laura  Tyson  argued  that  every- 
one will  benefit  eventually  if  Clinton's  program  is  passed  because 
interest  rates  will  be  reduced.  It  was  almost  as  if  she  was  guaran- 
teeing or  promising  that  this  would  happen. 

Do  you  think  that  lower  interest  rates  are  a  given?  And  I  would 
also  like  to  have  you  tie  into  that,  as  you  reduce  interest  rates,  are 
you  not  reducing  income  for  a  lot  of  people  that  had  investments, 
CD's,  etcetera,  that  depend  so  much  upon  these  interest  rates. 

Secretary  Bentsen.  That  is  true,  but  I  must  say  as  far  as  guar- 
antees, as  to  being  able  to  reduce  interest  rates,  I  do  not  think  that 
is  in  either  in  my  job  description  or  Laura  Tyson's.  But  we  think 
we  can  do  things  that  will  encourage  the  reduction  in  interest 
rates. 

And  that  is  quite  true  that  for  those  people  who  depend  on  inter- 
est rates  that  there  will  be  a  reduction  in  income.  Hopefully,  some 
of  them  will  go  into  investments  where  they  will  have  a  commensu- 
rate return  there,  maybe  even  better  with  the  cost  of  borrowing 
money  for  corporations  going  down. 

Senator  Grassley.  In  your  plan,  does  Part  B  Medicare  premiums 
go  up?  And  if  so,  when? 

Secretary  BENTSEN.  Part  B  Medicare  premiums,  what  we  have 
done  is  an  extension.  And  that  is  the  point  I  was  making  earlier. 
Where  in  the  1990  budget,  it  was  for  a  fixed  dollar.  And  that  added 
up  to  about  27  percent.  And  we  have  proposed  an  extension  of  that. 

Senator  Grassley.  And  only  in  that  way  would  it  affect  Medicare 
premiums? 

Secretary  Bentsen.  At  this  point.  I  also  made  the  point  that 
means  testing  was  something  that  was  debated  by  the  three  can- 
didates for  the  presidency.  And  that  still  remains  a  possible  option. 

Senator  Grassley.  Thank  you. 

The  Chairman.  Thank  you.  Senator  Grassley. 

On  that  last  point,  we  have  the  latest  returns  from  the  Washing- 
ton Post  that  the  interest  jdeld  on  the  30-year  Treasury  bond  fell 
to  6.82  percent,  the  lowest  ever  since  the  government  begsin  selling 
30-year  bonds  in  1977. 

Senator  Daschle. 

Senator  Daschle.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  let  me  applaud  you  for  the  recognition  by  this  ad- 
ministration of  the  importance  of  renewal  fuels,  as  you  have  looked 
at  the  BTU  tax.  We  feel  very  strongly  that  we  have  to  find  ways 
in  which  to  encourage  renewable  fuel  consumption.  And  certainly 
this  plan  attempts  to  do  that.  I  hope  that  we  can  clarify  the  extent 
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to  which  renewable  fuels  can  be  encouraged  as  you  move  ahead 
with  the  plan. 

Let  me  ask  you  to  clarify  if  you  can  another  issue,  that  is,  the 
impact  that  the  plan  has  on  small  businesses  versus  wealthy  indi- 
viduals. 

I  do  not  know  if  this  issue  has  been  covered  in  the  past,  but  a 
number  of  my  small  businessmen  have  come  forth  to  suggest  that 
this  plan  treats  small  business  virtually  identical  to  wealthy  indi- 
viduals. 

I  would  be  interested  in  having  your  reaction  to  that  concern. 

Secretary  Bentsen.  Well,  this  plan  is  definitely  pro-small  busi- 
ness. We  heard  some  arguments  last  year.  And  I  pointed  out  to 
many  Senators  who  were  inaccurately  using  numbers.  I  am  even 
more  familisir  with  these  numbers  now  for  this  last  year.  We  have 
them  for  the  last  year  from  Treasury.  So  let's  present  the  data. 

First  of  all,  it  is  unreasonable  to  assume  that  every  person  with 
more  than  $1  of  business  income  on  their  return  is  a  small  busi- 
ness person.  Second,  only  a  small  percentage  of  small  business 
owners  are  affected. 

To  determine  if  the  taxpayer  is  a  bona  fide  small  business  per- 
son, it  is  reasonable  to  look  only  at  those  taxpayers  who  had  active 
business  income  that  exceeded  their  wage  income. 

And  of  the  nearly  7  million  taxpayers  with  business  income  in 
excess  of  their  wages,  only  300,000  or  4.2  percent  would  face  higher 
marginal  rates. 

Senator  DASCHLE.  Would  you  repeat  that,  3.2  percent? 

Secretary  Bentsen.  Of  the  nearly  7  million  taxpayers  with  busi- 
ness income  in  excess  of  their  wages,  only  300,000  or  4.2  percent 
would  face  a  higher  marginal  rate. 

Senator  Daschle.  4.2  percent. 

Secretary  BENTSEN.  Some  of  these  taxpayers  own  very  large 
businesses,  have  very  high  incomes,  and  thus  would  pay  a  greater 
share. 

You  cannot  assume  that  every  individual  that  has  an  S  corpora- 
tion, a  partnership,  or  a  farm  income  or  a  loss  is  a  small  business 
person. 

So  tax  return  data  do  not  identify  the  size  of  the  business  from 
which  a  person  earns  partnership  or  S  corporation  income,  but  it 
is  reasonable  to  assume  that  many  of  these  taxpayers  own  very 
large  businesses. 

Third,  others  may  own  a  small  portion  of  a  business  while  they 
receive  most  of  their  income  from  other  sources.  Moreover,  many 
of  them  are  doctors,  lawyers  and  investment  bankers  and  not  the 
local  hardware  owner. 

Fourth,  the  tax  increases  in  the  administration's  plan  are  more 
than  offset  by  the  fact  that  this  plan  reduces  the  deficit  which  will 
result  in  lower  interest  rates,  as  was  just  cited  by  the  chairman  of 
the  committee,  and  because  of  increased  consumer  confidence. 

So  this  plan  has  a  flat  ITC  target  to  small  business.  It  includes 
a  50  percent  capital  gsdns  exclusion  for  investments  in  small  busi- 
ness. The  plan  includes  a  retroactive  extension  of  the  25  percent 
deduction  for  health  insurance  premiums  for  the  self-employed. 

The  abiUty  of  State  and  local  governments  to  issue  tax-exempt 
bonds  for  small  businesses  would  be  extended  permanently.  And 
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then,  we  are  doing  some  things  to  really  try  to  get  rid  of  the  credit 
crunch. 

Take  a  look  at  what  is  happening  to  small  business.  And  the  reg- 
ulation that  has  been  put  in.  And  the  cost  of  making  a  loan  to 
small  businesses.  And  the  question  of  character  involved,  as  we 
have  thought  of  it  in  the  past  in  small  towns,  medium  towns,  towns 
like  I  came  from. 

We  are  working  now.  Treasury  is,  with  the  Federal  Reserve  and 
with  the  FDIC  to  see  what  we  can  do  on  just  the  regulation  side 
to  try  to  ease  that  without  in  any  way  impairing  the  security  or 
the  solvency  or  the  soundness  of  those  banks.  And  we  are  working 
to  bring  those  out  now. 

Senator  Daschle.  Well,  Mr.  Secretary,  I  applaud  you  for  that 
comprehensive  answer. 

I  think  that  we  have  got  to  do  a  better  job  in  the  next  couple  of 
weeks  of  laying  out  the  extraordinary  differences  between  the 
treatment  of  wealthy  individuals  and  small  businessmen. 

I  think  that  your  point,  especially  with  regard  to  such  tax  tools 
as  the  investment  tax  credit,  capital  gains  relief,  and  the  the  25 
percent  deduction  for  health  costs,  is  extremely  important. 

I  would  certainly  urge  this  administration  to  bring  those  facts 
out  as  aggressively  as  they  can  as  we  continue  to  educate  the 
American  people  about  the  importance  of  the  entire  package. 

I  understand  I  am  out  of  time.  Thank  you. 

The  Chairman.  Thank  you,  Senator  Daschle. 

And  Senator  Boren. 

Senator  BOREN.  Thank  you,  Mr.  Chairman. 

Mr.  Secretary,  I  want  to  associate  myself  with  the  remarks  that 
Chgdrman  Mo5rnihan  made  immediately  following  your  opening 
statement.  Although  no  package  is  perfect,  I  truly  believe  that  this 
economic  package  makes  the  most  sense  and  is  certainly  the  best 
that  has  been  presented  to  this  committee  in  my  15  years  as  a 
member. 

And  I  want  to  not  only  commend  the  President,  but  to  commend 
you  for  your  part  and  for  your  input  in  the  preparation  of  this 
package. 

I  beUeve  that  the  American  people  will  respond.  I  have  been 
hearing  from  my  constituents  that  they  are  willing  to  make  the 
sacrifice  as  necessary.  And  as  long  as  we  stay  on  track  with  it,  I 
think  they  really  will  be  willing  to  support  it. 

It  is  one  of  those  moments  when  we  have  to  be  willing  to  take 
the  political  risks.  The  President  is  taking  a  political  risk  by  ap- 
pealing to  our  best  instincts  as  a  people,  by  not  underestimating 
the  patriotism  of  our  citizens.  And  we  have  to  be  willing  in  this 
body  to  take  some  risks  as  well  to  support  it. 

I  would  continue  to  urge  that  we  keep  the  stimulus  package 
down  to  the  bare  necessity  of  things  that  have  to  move  first.  And 
I  would  urge  that  the  President  and  the  leadership  of  the  Congress 
set  the  dates  for  the  enactment  of  the  reconciliation  bill.  Those 
dates  will  be  spelled  out  in  the  budget  resolution. 

I  hope  they  will  be  greatly  accelerated  because  I  believe  that 
with  each  passing  week  unfortiuiately,  the  specisd  interests  have  a 
chance  to  get  their  hands  on  the  package. 
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And  as  those  who  are  employed  to  pick  it  apart  try  to  do  so,  the 
longer  we  wait,  the  harder  it  will  be  to  take  the  kind  of  action  that 
is  necessary.  So  I  again  repeat  my  urging  that  we  move  with  dis- 
patch. 

I  want  to  just  touch  on  one  point.  And  again,  not  to  be  negative, 
as  I  already  indicated.  I  am  prepared  to  support  the  President's 
package.  I  hope  we  can  refine  it  in  some  aspects. 

Senator  Breaux  has  already  mentioned  the  technical  problem  of 
collection  of  the  BTU  energy  tax.  And  I  want  to  just  follow  up  on 
that.  I  understood  that  the  administration  has  used  the  term  "col- 
lection of  the  tax  on  natural  gas,"  for  example,  "at  the  pipeline"  or 
early  in  the  process. 

And  I  am  concerned  about  that  phrase,  "at  the  pipeline.".  That 
can  mean  either  at  the  pipeline  as  it  is  put  into  the  pipeline  by  the 
producer  or  it  can  mean  at  the  other  end  of  the  pipeline  as  it  goes 
out  to  the  first  consumer. 

And  I  would  strongly  urge  that,  as  you  refine  this  program,  col- 
lection would  be  at  the  point  in  which  it  goes  out  to  the  first  pur- 
chaser, not  where  the  producer  puts  it  in. 

I  would  raise  these  points.  Of  course,  you  are  every  bit  as  aware 
of  them  as  I  am,  but  many  of  the  operators  now  are  very  lean  in 
terms  of  the  number  of  employees  they  have. 

The  average  natural  gas  producer  or  operator  has  10  or  15  people 
working  for  him  or  for  her.  And  a  coUection  point  at  this  level 
would  require  producers  of  nearly  300,000  wells  to  identify  more 
than  2.5  million  working  interests  and  royalty  interest  property 
owners  for  the  purpose  of  tax  collection. 

This  just  becomes  an  overwhelming  burden,  especially  for  the 
smaller  independents.  And  I  have  a  great  worry,  whether  it  is  oil 
or  natural  gas  that  we  are  talking  about.  The  low-volume  stripper 
wells  that  are  usually  produced  by  the  smallest  independents  rep- 
resent 77  percent  of  our  wells  but  only  13  percent  of  our  produc- 
tion; however,  they  are  very  important  and  would  be  the  first  ones 
that  would  suffer  if  we  had  a  collection  point  at  that  place. 

Also,  of  course,  there  is  this  exemption  for  feedstock  use.  If  you 
collected  it  at  the  front  end  with  the  producer  at  the  point  the  pro- 
ducer puts  it  into  the  pipeline,  it  would  be  almost  impossible  for 
a  producer  to  know  the  end  use  or  to  be  able  to  administer  that 
exemption. 

I  understand  that  the  Joint  Tax  Committee  has  looked  at  this 
and  has  recommended  that  the  point  of  collection  for  natural  gas 
should  be  at  the  point  of  removal  from  the  pipeline  to  the  pur- 
chaser or  the  direct  user. 

And  I  just  wonder  if  you  are  at  least  open  minded  at  this  point 
on  that  issue. 

Secretary  Bentsen.  No  question  about  that.  Senator.  And  this  is 
just  the  kind  of  input  we  want.  That  is  why  we  are  here  at  this 
stage. 

Senator  BOREN.  Well,  thank  you  very  much.  I  will  not  prolong 
the  point.  Again,  I  want  to  commend  you  and  commend  the  admin- 
istration on  the  overall  proposal.  I  certainly  pledge  to  you  as  one 
Senator  that  I  am  going  to  be  supportive  of  it  and  try  to  help  move 
it  along  as  soon  as  possible. 

Secretary  Bentsen.  Thank  you. 
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The  Chairman.  Thank  you,  Senator  Boren. 

Now,  Senator  Conrad.  Sir,  you  have  been  patiently  waiting  down 
there. 

Senator  CONRAD.  Thank  you,  Mr.  Chairman. 

I,  too,  want  to  say  to  the  Secretary  how  much  I  appreciate  the 
magnitude  of  the  proposal  that  has  been  put  before  us  because  I 
think  the  problems  facing  the  country  require  an  ambitious  as- 
sault. This  program  represents  that. 

I  think  all  of  us  have  some  things  that  we  would  like  to  see  al- 
tered in  the  package,  while  preserving  the  overall  levels  of  deficit 
reduction,  perhaps  expanding  on  them  if  we  could  while  improving 
on  the  package  on  the  margins. 

But  I  want  to  say  that  I  think  in  terms  of  the  overall  concept, 
this  package  moves  in  exactly  the  right  way  in  terms  of  deficit  re- 
duction and  in  terms  of  changing  the  composition  of  Federal  spend- 
ing towards  investment  and  away  from  consumption. 

I  understand  from  press  reports  at  least  that  you  have  been  one 
of  those  in  the  inner  coimcils  who  has  been  a  deficit  hawk,  some- 
body urging  the  administration  to  put  forward  a  package  that  had 
serious  deficit  reduction  in  it. 

Knowing  you,  I  believe  that  that  is  the  case.  I  want  to  publicly 
thank  you  for  taking  that  position  because  I  think  it  is  terribly  im- 
portant for  the  country. 

Secretary  Bentsen.  Thsink  you. 

Senator  CONRAD.  In  trying  to  analyze  the  fairness  of  the  pack- 
age, which  is  obviously  important  to  everyone,  I've  also  looked  at 
the  impact  on  my  State.  Concerns  have  been  raised  because  my 
State  is  a  very  agricultural  State,  and  agriculture  takes  the  biggest 
percentage  reduction. 

We  are  an  energy  State.  In  fact,  my  constituents  are  the  fifth 
highest  users  of  energy  per  capita  in  the  country.  So  we  seem  to 
be  disproportionately  affected  there. 

In  fairness,  we  are  also  disproportionately  helped  in  some  areas. 
The  investment  tax  credit  that  is  targeted  to  small  business  dis- 
proportionately helps  a  State  like  mine.  And  we  appreciate  that 
very  much. 

We  are  also  not  as  adversely  affected  by  the  income  tax  part  of 
this  program  as  other  States.  Obviously,  we  have  lower  income  peo- 
ple in  my  State.  Seventy  percent  of  the  people  in  my  State  have 
incomes  below  $30,000.  We  do  not  carry  as  much  of  the  burden  on 
the  income  tax  side  as  other  States  will  do. 

So  we  are  trying  to  make  a  determination,  where  do  we  fit  in? 
And  I  am  wondering  in  that  regard,  Mr.  Secretary,  if  there  has 
been  any  State-by-State  comprehensive  analysis  at  this  point  of  the 
burden  and  the  benefits  of  this  plan  or  whether  that  is  being 
worked  on. 

Secretary  Bentsen.  Well,  I  do  not  think  we  have  it  State-by- 
State,  but  we  have  it  in  regions  where  we  thought  some  economic 
impact  might  result  and  tried  to  moderate  that. 

We  did  some  things  on  the  rural  side  in  trying  to  ensure  that 
rural  hospitals,  that  they  get  the  credit  for  a  heavy  dependency  on 
Medicare,  to  try  to  see  that  some  benefits  were  taken  care  of  on 
rural  referral  centers  under  Medicare.  Small  rural  hospitsd  dem- 
onstrations, we  put  those  in. 
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So  some  of  those  things  we  have  stressed  because  Uving  in  a 
rural  area  in  a  very  small  town,  so  many  people  are  moving  away 
from  them,  yet  so  critical  to  them  is  having  the  availability  of  a 
hospital. 

So  we  have  leaned  over  to  try  to  see  that  that  is  retained.  And 
knowing  fiill  well  in  rural  areas,  the  people  are  older  than  the  av- 
erage than  they  are  in  the  urban  areas.  And  therefore,  it  becomes 
Medicare  dependent,  the  hospital  does.  And  we  are  trying  to  assist 
on  that  one. 

Senator  Conrad.  Well,  we  appreciate  those  elements  of  the  plan. 
They  are  very  importsmt. 

I  would  like  to  bring  up  a  very  specific  problem  we  have,  if  I 
might.  We  have  the  largest  and  only  commercial  scale  gasification 
facility  in  the  country  in  my  State,  a  $2  billion  plant. 

You  may  recall  the  government  took  it  over  when  the  original 
owners  walked  away  from  it.  It  was  then  sold  back  into  the  private 
sector.  A  large  regional  cooperative  in  my  State  purchased  it. 

Now  we  face  a  situation,  and  I  am  sure  it  is  unintended,  that  the 
plant  would  be  forced  to  shut  down  under  this  plan.  The  reasons 
for  it  are  very  simple.  First,  in  their  contracts,  they  have  no  pass 
through  provisions  for  a  tax  of  this  type. 

Second,  they  would  be  taxed  on  the  coal  going  into  the  plant  and 
also  on  the  gas  going  out  of  the  plant.  The  combination  of  those  two 
taxes  is  greater  than  the  total  profits  of  the  plant. 

In  fact,  they  would  be  in  a  category  of  running  a  loss  of  $8  mil- 
lion a  year.  Obviously,  you  do  not  keep  a  plant  open  that  is  losing 
money.  This  would  have  an  enormous  economic  impact  in  my  State. 

It  is  one  of  the  largest  employers  in  my  State.  The  ripple  effect 
would  be  enormous  on  the  energy  in  my  State.  Is  there  something 
that  can  be  done  to  address  special  problems  like  that  one? 

Secretary  Bentsen.  Let  us  take  a  look  at  it.  Senator.  I  am  not 
aware  of  that  specific  situation,  but  let  us  see  if  there  is  something 
that  can  be  done. 

Senator  CONRAD.  All  right. 

Secretary  Bentsen.  We  would  be  pleased  to  have  your  input. 

Senator  CONRAD.  We  appreciate  that. 

The  Chairman.  If  I  could  just  say,  that  sounds  like  a  specific 
question  that  you  csune  here  to  hear  about. 

Secretary  Bentsen.  That  is  right. 

The  Chairman.  We  very  much  appreciate  just  taking  notes  one 
by  one. 

Senator  Wallop  has  arrived.  And  we  are  happy  to  hear  from  you, 
sir. 

Senator  Wallop.  Thank  you,  Mr.  Chairman. 

I  am  here  below  the  salt. 

Secretary  Bentsen.  Senator,  you  have  never  been  below  the  salt. 

Senator  Wallop.  Well,  I  mean,  if  you  were  still  the  chairman, 
you  would  barely  see  me.  [Laughter.] 

Secretary  Bentsen.  That  was  one  of  the  reasons  that  I  suggested 
that  we  change  these  bloody  lights  around  because  I  really  could 
not  see  someone  who  was  down  there. 

Senator  Wallop.  Mr.  Chairman,  I  would  ask  unanimous  consent 
that  my  statement  be  included  in  the  record. 

The  Chairman.  Of  course. 
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[The  prepared  statement  of  Senator  Wallop  appears  in  the  ap- 
pendix.] 

Senator  Wallop.  I  have  all  kinds  of  concerns,  most  of  which 
have  probably  already  been  asked  about  the  President's  package, 
but  let  me  focus  on  the  energy  tax,  Mr.  Secretary. 

One  of  the  first  issues  that  is  relatively  obvious  from  an  exam- 
ination of  the  BTU  tax  is  that  everything  Congress  did  last  year 
by  way  of  drafting  an  energy  strategy  is  seriously  negated  by  the 
imposition  of  this  tax. 

It  puts  western  coal  at  a  price  disadvantage  to  eastern  coal  and 
puts  eastern  coal,  a  dirtier  coal,  into  stronger  play. 

It  creates  a  situation  in  which  independent  power  producers 
("IPP")  who  purchase  gas  through  fixed  price  gas  contracts  will 
probably  not  be  able  to  compete  with  coal.  So  what  our  national  en- 
ergy strategy  tried  to  do  with  gas  in  putting  it  into  plant  genera- 
tion will  be  negated. 

We  had  testimony  to  this  effect  earlier  today  in  the  Energy  Com- 
mittee. No  one  knows  who  has  to  pay  the  BTU  tax  on  a  fixed  price 
long-term  contract.  If  the  contract  cannot  be  negotiated,  the  IPP  is 
out  of  business.  They  could  also  switch  to  coal  because  one  of  the 
things  that  has  been  taking  place  in  America  is  fuel  switching. 

One  of  the  things  we  tried  to  do  in  the  energy  bill  was  to  take 
advantage  of  it.  Has  that  been  brought  up  in  the  conversations? 

Secretary  Bentsen.  Senator,  what  I  said  when  I  first  came  here, 
we  were  here  early  on,  trying  to  get  the  input,  just  as  you  are  giv- 
ing me  now,  before  we  make  final  decisions,  before  we  submit  the 
budget  to  the  Congress.  And  we  have  had  a  lot  of  input  here  today 
concerning  those  kinds  of  issues. 

I  had  them  from  Senator  Breaux.  I  had  them  from  Senator 
Daschle  and  various  ones  on  particular  issues.  And  I  am  delighted 
to  have  yours  because  that  is  what  we  tried  to  do  when  we  looked 
at  the  situation.  We  looked  at  the  carbon  tax  and  said  that  is  such 
a  load  on  coal  in  some  regions.  And  we  negated  that. 

We  looked  at  an  import  fee.  And  we  knew  what  kind  of  reaction 
we  would  get  out  of  New  England  on  that  one.  And  then,  we  looked 
at  the  gasoline  tax.  And  I  know  what  kind  of  reaction  I  would  get 
out  of  Texas  and  California  where  they  are  so  dependent  on  auto- 
mobiles. 

And  finally,  we  looked  at  the  BTU  as  something  that  would  at- 
tack pollution,  that  would  bring  about  a  reduction  of  imports  of  for- 
eign oil — we  estimate  some  350,000  barrels — and  would  raise  sub- 
stantial funds  to  take  care  of  the  deficit.  That  is  how  we  arrived 
at  it. 

Now,  there  is  a  question  as  to  whether  you  put  that  tax  on  at 
the  end  of  the  pipeline,  or  at  the  beginning  of  the  pipeline  of  natu- 
ral gas.  The  question  is  whether  you  put  it  on  at  the  input  of  the 
refinery  or  the  output,  we  decided  on  the  output,  but  those  things 
are  being  formulated  at  the 

Senator  Wallop.  Well,  one  of  the  problems,  of  course,  is  that  the 
exemption  of  feedstocks  puts  us  in  the  position  where  fraud  is 
going  to  become  king. 

Secretary  Bentsen.  Where  what? 

Senator  Wallop.  Where  fraud  is  going  to  become  king. 
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How  does  a  person  who  has  a  gas  well  where  the  tax  is  assessed 
know  whether  his  gas  will  go  into  feedstock  or  a  house? 

Secretary  Bentsen.  So  that  once  again  is  a  determination  I  sup- 
pose as  to  where  we  put  it  on,  but  we  want  your  input. 

Senator  Wallop.  The  pipeline  would  be  the  chief  beneficiary  of 
that,  but  the  problem  is  that  almost  anything  can  be  called  a  feed- 
stock. The  testimony  we  had  in  the  Energy  Committee  was  that  the 
feedstock  percentage  of  energy  would  probably  rise  about  15  per- 
cent. So  that 

Secretary  Bentsen.  Well,  any  one  of  these  taxes  you  put  on.  Sen- 
ator, you  look  at  a  value-added  tax.  And  I  was  listening  to  the  Am- 
bassador from  Canada  talking  about  what  an  incredible  problem 
they  were  having  collecting  the  value-added  tax  and  the  cost  that 
was  entailed  in  it.  I  have  not  found  an  easy  one. 

Senator  Wallop.  You  are  familiar  with  business  more  than  most 
who  have  held  your  position.  How  is  the  average  gas  well  producer 
going  to  access  daily  the  BTU  content  of  his  well? 

Secretary  Bentsen.  I  do  not  have  that  detail  of  specificity,  but 
those  are  the  types  of  things  we  are  working  on. 

Senator  Wallop.  Another  problem  is  that  a  lot  of  the  gas  in  Wy- 
oming is  dirty  gas:  it  has  to  go  through  a  processing  plant.  The  tax 
penalty  for  that  type  of  gas  as  it  comes  from  the  well  versus  wheth- 
er it  goes  through  the  processing  plgmt  is  significant. 

Secretary  Bentsen.  That  is  right.  Those  are  things  we  have  to 
weigh  in  trying  to  bring  it  about,  to  bring  about  equity  in  it  and 
to  try  to  clean  up  the  bookkeeping  end. 

Senator  Wallop.  When  do  we  get  to  weigh  the  proposal — before 
we  pass  it  or  after? 

Secretary  BENTSEN.  You  were  not  listening.  That  is  what  I  am 
here  doing. 

Senator  Wallop.  Well,  I  know,  but  when  will  we  see  the  admin- 
istration's proposed  chginges  which  answer  some  of  these  questions? 

Secretary  BENTSEN.  Well,  we  have  given  you  some  of  the  broad 
changes  now.  We  are  trying  to  fill  in  the  detail.  And  you  are  con- 
tributing to  that.  And  I  appreciate  that. 

Senator  Wallop.  Let  me  ask  you  this.  I  believe  it  was  you  and 
I  who  held  the  only  hearing  that  has  been  held  on  an  import  tax, 
and  mostly  we  heard  from  New  England. 

Secretary  BENTSEN.  Well,  you  learn  from  experience. 

Senator  Wallop.  But  there  is  at  least  one  strong  point  of  view 
that  this  BTU  tax,  in  effect,  increases  rather  than  decreases  our 
dependence  on  foreign  oil.  Let  me  give  you  two  examples  how  one 
can 

The  Chairman.  Can  you  make  that  one  example.  Senator? 
[Laughter.] 

Senator  Wallop.  Oh,  I  am  sorry.  I  will. 

Lifting  costs  in  the  Middle  East  are  such  that  they  can  lower 
their  price  and  it  would  remain  competitive.  However,  lifting  costs 
of  heavy  oil,  particularly  in  California,  with  this  increased  tax  on 
use  will  make  the  product  uncommercial.  So  our  dependence  on  im- 
ported oil  will  grow  and  not  decline. 

Sorry,  Mr.  Chairman. 

The  Chairman.  No,  sir.  These  are  the  questions  that  the  Sec- 
retary has  invited. 
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Secretary  Bentsen.  Sure. 

The  Chairman.  We  want  to  be  considerate  of  your  time,  sir.  And 
we  will  have  just  a  few  more  questions. 

Secretary  Bentsen.  If  you  could,  I  would  appreciate  it. 

The  Chairman.  Senator  Packwood. 

Senator  Packwood.  Very  quickly,  Mr.  Chairman.  Thank  you. 

Mr.  Secretary,  you  have  a  top  right  rate  of  39.6  percent  on  upper 
incomes.  And  you  take  off  the  Medicare  caps.  So,  if  the  person  is 
employed,  that  adds  another  1.45  percent  to  it  on  his  or  her  in- 
come, 2.9  percent  if  they  are  self  employed. 

How  much  will  PEP  and  Pease  add  on  top  on  that? 

Secretary  Bentsen.  I  do  not  know. 

Senator  Packwood.  About  2  or  3  percent? 

[Pause.] 

Secretary  Bentsen.  They  tell  Pease  is  about  1  percent.  PEP  is 
about  a  half. 

Senator  Packwood.  All  right.  So  let's  say  1^2  for  PEP  and  Pease. 
So  you  have  39.6  percent.  You  add  Medicare.  It  puts  you  at  about 
41  percent.  You  add  PEP  and  Pease,  you  are  up  to  about  42.5  per- 
cent on  adjusted  gross  income. 

On  page  8  of  your  statement,  you  say,  "The  revenue  changes  we 
propose  restore  greater  progressivity  to  the  individual  tax  system, 
making  it  far  more  fair  and  equitable." 

In  your  judgment,  let's  say  someone  makes  $500,000  of  adjusted 
gross  income,  what  is  a  fair  and  equitable  amount  that  that  person 
should  pay  to  all  of  the  governments  of  the  United  States,  Federal, 
State,  and  local  as  a  fair  and  equitable  share? 

Secretary  Bentsen.  Well,  let  me  say.  Senator,  we  reached  a 
point  where  somebody  making  about  $35,000  and  somebody  mak- 
ing $1  million  had  about  a  3  percent  differential  in  their  tax.  And 
that  is  where  we  were  at  one  point. 

And  that  is  outrageous  frankly.  I  do  not  think  that  is  progres- 
sivity. It  is  a  subjective  thing  obviously  in  trying  to  decide  what  is 
fair. 

I  look  at  rates  around  the  countries  around  the  world.  And  I  can 
remember  what  our  rate  was.  I  can  remember  when  it  was  50.  I 
can  remember  when  it  was  70.  And  I  think  that  what  we  have  ar- 
rived here  is  fair  and  equitable. 

Senator  Packwood.  Let's  say,  would  50  or  60  percent  be  fair  and 
equitable  of  your  total  income  to  give  to  all  governments? 

Secretary  Bentsen.  I  think  you  are  beginning  to  push  the  enve- 
lope when  you  get  up  into  that  area. 

Senator  Packwood.  Because  I  think  probably,  if  you  are  living 
in  Manhattan 

Secretary  Bentsen.  I  understand  what  you  have  in  New  York. 

Senator  Packwood.  But  as  I  recall,  a  7  percent  effective  State 
income  tax,  a  4  percent  effective  Manhattan  tax  and  a  sales  on  top 
of  that,  you  are  well  over  50  percent. 

Secretary  Bentsen.  Sure.  But  I  can  remember  when  it  was  so 
much  more  than  it  is  now,  than  what  we  are  proposing. 

Senator  Packwood.  I  want  to  ask  you  another  question.  And 
again,  I  am  citing  OECD  statistics.  And  these  are  just  percentages 
of  taxing  and  spending  in  different  countries  because  you  men- 
tioned Germany  twice. 
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In  1990,  Germany  taxed  43  percent  totally,  all  the  governments, 
of  the  gross  domestic  product.  They  spent  46  percent.  They  had  a 
deficit.  In  fact,  all  of  the  countries  save  four  of  the  major  industried 
countries  have  deficits. 

We  taxed  32  percent  and  spent  36  percent.  Do  you  suggest  we 
should  move  more  toward  Germany's  level,  that  we  should  be  tax- 
ing and  spending  significantly  higher? 

Secretary  Bentsen.  Well,  I  have  told  you  what  we  have  and 
what  I  have  seen  in  some  of  these  other  countries.  So  I  think  we 
are  in 

Senator  Packwood.  Mr.  Secretary,  this  is  not  so  much  a  question 
of  rates.  It  is  just  how  much  do  we  want  to  take  in  terms  of  total 
revenues  out  of  the  gross  domestic  product? 

Ms.  Tyson,  in  her  confirmation  hearings  indicated  that  we  ought 
to  tax  ourselves  more  like  our  competitors.  Do  you  agree  with  that 
in  terms  of  the  total  take  out  of  the  gross  domestic  product? 

Secretary  Bentsen.  No.  I  was  citing  what  we  were  up  against 
with  other  countries  and  what  they  were  doing  for  comparative 
purposes.  I  think  what  we  do  is  follow  our  own  judgment  in  trjdng 
to  arrive  at  what  we  think  is  necessary.  Investing  in  the  future  of 
our  country  and  trying  to  increase  productivity  means  that  we  have 
arrived  at  a  fair  balance. 

Senator  Packwood.  And  therefore,  we  shouldn't  try  to  emulate 
necessarily  the  total  tax  take  of  other  countries  and  shouldn't  nec- 
essarily use  them  as  an  example. 

Secretary  Bentsen.  Well,  I  would  say  that  if  we  look  at  other 
countries,  we  find  that  we  are  at  the  low  end  of  all  the  industrial 
countries. 

Senator  PACKWOOD.  Oh,  I  agree. 

Secretary  Bentsen.  Insofar  as  the  U.S.  tax  burden. 

Senator  Packwood.  I  agree  with  you.  In  terms  of  spending,  only 
Switzerland  and  Japan  are  lower  than  we  are.  All  the  rest  tax 
more  and  spend  more. 

Secretary  BENTSEN.  Yes. 

Senator  Packwood.  But  are  you  suggesting  that  we  should  look 
like  them? 

Secretary  Bentsen.  I  am  suggesting  as  related  to  those  things 
we  are  trying  to  accomplish  for  our  country  and  to  improve  the 
st£indard  of  hving  of  our  people  that  we  have  an  appropriate  level. 

Senator  Packwood.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Well,  Mr.  Secretary,  one  final  question.  Now,  you 
say  that  I  mentioned  earlier  that  we  are  going  to  hold  hearings  on 
this  subject.  So  there  will  be  an  answer. 

Senator  Roth,  a  brief  last  question,  if  you  wouldn't  mind,  sir. 

Senator  Roth.  Mr.  Secretary,  I  will  try  to  be  brief.  I  want  to  go 
back  briefly  to  the  chart.  As  I  said,  this  chart  is  based  on  the 

Secretary  Bentsen.  That  is  becoming  quite  familiar.  Yes. 
[Laughter.] 

Senator  Roth.  Is  based  on  the  CBO  baseline.  And  that  is  very 
important  because  that  is  what  the  President  said  he  was  going  to 
base  his  program  on. 

Secretary  Bentsen.  I  wish.  Senator,  you  would  correct  your  chart 
and  put  in  the  entitlement  savings.  They  are  not  just  in  there.  It 
distorts  the  chart. 
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Senator  RoTH.  Well,  the  point  we  are  trying  to  make  here  with 
this  chart,  Mr.  Secretary,  is  that  in  the  first  4  years,  there  is  no 
cut  in  discretionary  spending. 

The  reason  that  is  important,  the  people  back  home,  at  least  the 
message  I  am  getting,  is  that  they  want  spending  cuts  before  they 
see  any  tax  increases. 

But  let's  go  just  a  moment  to  your 

The  Chairman.  Just  a  moment.  [Laughter.] 

Senator  Roth.  To  the  question  of  entitlements.  Again,  in  the  first 
4  years  during  this  President's  term,  entitlements  will  be  cut  some- 
thing like  $28  billion.  So  on  the  spending  side,  during  the  first 
term,  total  spending  changes  have  been  increased  $10  billion. 

Revenue,  however,  is  raised  $137.5  million,  much 

Secretary  Bentsen.  Senator,  we  have  a  strong  difference  in 
agreement  as  to  what  is  a  revenue.  And  we  have  used  what  has 
been  used  by  CBO,  what  has  been  used  by  0MB,  what  has  used 
by  the  Reagan  administration.  And  they  are  different. 

Senator  ROTH.  Mr.  Secretary,  if  you  go  to  one  of  my  senior  citi- 
zens and  try  to  tell  them,  for  example,  increasing  the  tax  fi-om  50 
percent  to  85  percent  is  not  a  tax  increase,  good  luck.  I  just  do  not 
think  it  can  be  done. 

Secretary  Bentsen.  Well,  the  Reagan  administration  did  a  pretty 
good  job  at  doing  that  and  then  showed  it  as  a  savings  in  benefits. 
And  that  is  what  we  have  followed. 

Senator  Roth.  I  thought  you  were  trying  to  change — the  Reagan 
program.  But  in  any  event  the  point  I  wanted  to  make 

The  Chairman.  They  are. 

Senator  ROTH.  The  point  I  am  trjdng  to  make  is  that  this  admin- 
istration has  talked  about  dollar-for-dollar  or  even  $2  for  $1  spend- 
ing cuts  to  tax  increases.  Why  propose  a  $162  billion  spending  in- 
crease during  this  period  of  time?  Why  not,  as  Senator  Dole  sug- 
gested, why  not  increase  the  spending  side  cuts  so  that  we  have 
some  real  deficit 

Secretary  Bentsen.  Because  we  are  talking  about  some  invest- 
ments in  the  future  of  our  country  that  we  think  are  important  in 
improving  education  and  making  us  more  internationally  competi- 
tive. And  that  is  because  this  budget's  realigns  spending  toward  in- 
vestment in  the  discretionary  accounts. 

Senator  Roth.  I  am  afraid — Mr.  Chairman,  and  I  will  conclude, 
that  this  sounds  in  general  like  "tax  and  spend."  Could  we  submit 
further  questions? 

The  Chairman.  Of  course. 

[Senator  Roth's  questions  appear  in  the  appendix.] 

The  Chairman.  May  I  make  the  point  that  all  18  Senators  have 
been  present. 

If  you  would  be  so  good,  we  are  going  to  submit  questions  to  you 
in  writing. 

Secretary  Bentsen.  I  would  be  delighted. 

The  Chairman.  It  has  been  a  very  productive  and  for  us  an  his- 
toric occasion  that  you  should  come  before  us.  We  wish  you  the 
greatest  success  on  your  trip  to  London  with  the  Gr-7.  I  understand 
that  it  will  be  your  first  appearance  on  the  international  stage 
since  you  were  over  there  as  a  bomber  pilot.  [Laughter.] 

Secretary  Bentsen.  I  hope  I  do  not  bomb  out. 
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The  Chairman.  The  committee  will  stand  in  recess. 

I  hope  some  Senators  can  stay  because  we  must  address  the 
emergency  unemplojonent  bill. 

We  will  say  goodbye  to  Senator  Bentsen. 

[The  prepared  statements  of  Senators  Rockefeller  and  Hatch  ap- 
pear in  the  appendix.] 

[Whereupon,  at  12:32  p.m.,  the  hearing  was  concluded.] 
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Finance  Committee  to  Hear  from  Federal  Reserve  Chairman  on 
Administration's  Economic  Proposals 

Sen.  Daniel  Patrick  Moynihan  (D.-N.Y.),  Chairman  of  the  Senate  Committee  on 
Finance,  announced  today  that  the  Committee  will  hear  from  Federal  Reserve 
Chairman  Alan  Greenspan  on  the  economic  proposals  of  the  Clinton  administration. 

The  hearing  will  begin  at  10:00  a.m.  on  Wednesday,  March  24  in  room  SE)-215, 
Dirksen  Senate  Office  Building. 

OPENING  STATEMENT  OF  HON.  DANIEL  PATRICK  MOYNIHAN, 
A  U.S.  SENATOR  FROM  NEW  YORK,  CHAIRMAN,  COMMITTEE 
ON  FINANCE 

The  Chairman.  A  very  good  morning  to  our  guests  and  our  dis- 
tinguished witness.  Dr.  Alan  Greenspan,  who  is  the  Chairman  of 
the  Board  of  Governors  of  the  Federal  Reserve  System. 

This  will  be  the  first  of  a  limited  but  crucially  important  number 
of  hearings  which  the  committee  will  hold  on  the  general  subject 
of  the  state  of  our  economy,  the  state  of  our  Federgd  finances,  and 
the  administration's  proposal  to  address  them  in  various  specifics. 

We  are  honored  that  our  first  witness,  who  will  be  Dr.  Green- 
span, has  legendary  achievement  in  public  service,  a  person  nota- 
bly above  party  lines  at  this  point  certainly  in  his  career,  who  has 
shown  from  appointment  by  earher  administrations  a  clear  interest 
in  working  with  the  present  administration,  but  much  more  impor- 
tantly a  clear  concern  that  things  need  to  be  done  and  soon. 

He  has  a  statement  which  I  know  we  will  all  read  with  great  in- 
terest. 

And  so  I  will  say  no  more  than  good  morning,  sir. 

Senator  Packwood. 

Senator  PACKWOOD.  Good  morning,  Mr.  Chairman. 

Did  you  finally  get  the  charts  that  I  sent  down  to  the  office? 

Dr.  Greenspan.  I  did,  indeed,  sir. 

(47) 
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Senator  Packwood.  Perfect.  I  will  have  a  few  questions.  And  I 
have  nothing  more  to  say  now. 

The  Chairman.  Thank  you. 

If  it  is  all  right  with  the  committee,  we  will  hear  from  Dr.  Green- 
span, who  is  available  to  answer  questions  in  response  to  his  state- 
ment. 

Good  morning,  sir. 

STATEMENT  OF  HON.  ALAN  GREENSPAN,  CHAIRMAN,  BOARD 
OF  GOVERNORS  OF  THE  FEDERAL  RESERVE  SYSTEM,  WASH- 
INGTON, DC 

Dr.  Greenspan.  Thank  you  very  much,  Mr.  Chairman  and  mem- 
bers of  the  committee  which  I  am  deUghted  to  appear  before  for  the 
first  time  this  session.  And  I  trust  that  you  will  invite  me  up  on 
numerous  other  occasions  on  issues  which  confront  us. 

As  I  have  indicated  in  previous  testimony  before  the  Congress  in 
recent  days  and  recent  weeks,  our  burgeoning  structural  budget 
deficit,  unless  addressed,  will  increasingly  threaten  stability  of  our 
economic  system. 

Time  is  no  longer  on  our  side.  At  5  percent  of  gross  domestic 
product,  the  current  deficit  is  very  large  by  historical  stEindards. 

After  declining  through  1996,  the  current  services  deficit  starts 
on  an  inexorable  upward  path  again. 

On  a  cychcally  adjusted  or  so-called  structural  basis,  the  deficit 
has  hovered  around  3  percent  of  potentisd  gross  domestic  product 
for  the  last  10  years,  a  phenomenon  without  precedent  in  our 
peacetime  history. 

I  am  encouraged  that  the  President  and  the  Congress  are  mak- 
ing serious  efforts  to  restore  a  measure  of  balance  to  our  fiscal  af- 
fairs. 

It  is  beguiHng  to  contemplate  the  downtrend  in  inflation  in  re- 
cent years  in  the  context  of  very  large  budget  deficits  and  to  con- 
clude that  the  concerns  about  their  adverse  effects  on  the  economy 
have  been  misplaced. 

Regrettably,  this  notion  is  dubious.  The  deficit  is  a  corrosive  force 
that  already  has  begun  to  eat  away  at  the  foundations  of  our  eco- 
nomic strength. 

Financing  of  private  capitsd  investment  has  been  crowded  out. 
And,  not  surprisingly,  the  United  States  has  experienced  a  lower 
level  of  net  investment  relative  to  GDP  than  any  other  of  the  Gr- 
7  countries  in  the  last  decade. 

To  some  degree,  the  impact  of  the  Federal  budget  deficits  over 
the  past  decade  has  been  muted  as  we  imported  resources  to  help 
finance  them. 

This  can  be  seen  in  our  large  trade  and  current  account  deficits. 
However,  we  should  not,  indeed,  we  probably  cannot,  rely  on  for- 
eign sources  of  funds  indefinitely. 

If  we  do  nothing,  the  markets  will  ultimately  force  an  adjust- 
ment. By  acting  now  to  redress  our  internal  imbalance,  we  can 
lower  the  risk  of  unpleasant  stresses  down  the  road. 

Mr.  Chairman,  I  shall  eschew,  as  I  have  in  previous  testimonies, 
comments  on  the  specific  elements  of  the  deficit-reduction  proposals 
currently  under  review  by  the  Congress. 
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I  should  like,  nonetheless,  to  take  the  time  you  have  made  avail- 
able to  outline  my  views  on  the  principles  that  should  underlie  cur- 
rent deliberations. 

First,  according  to  both  the  Office  of  Management  and  Budget 
and  the  Congressional  Budget  Office,  deficits  are  Ukely  to  be  held 
in  check  by  relatively  good  economic  performance  over  the  next  few 
years. 

But  from  1997  on,  budget  outlays  under  existing  law  are  pro- 
jected to  rise  appreciably  faster  than  the  tax  base. 

If  such  trends  are  not  altered,  stabilizing  the  deficit-to-GDP  ratio 
solely  from  the  receipts  side,  not  to  mention  reducing  it,  will  nec- 
essarily require  ever  increasing  tax  rates. 

Senator  Packwood.  Can  I  ask  a  definition  question  right  here? 

The  Chairman.  Yes. 

Senator  Packwood.  What  do  you  mean  by  rates?  You  have  un- 
derlined, it 

Dr.  Greenspan.  What  I  mean  by  rates  is  the  distinction  between 
the  tax  base  which  are  taxable  incomes  and  the  rate  applied  to  that 
which  is  what  gives  you  total  revenues. 

What  I  am  saying  algebrgdcally  is  that  so  long  as  expenditures 
are  rising  faster  than  the  tax  base,  obviously,  to  close  the  deficit, 
it  can  only  be  done  by  raising  rates,  effective  rates. 

Senator  Packwood.  Yes.  Senator  Bradley  asked  the  same  ques- 
tion, unless  you  broaden  the  base.  By  rate  you  mean  the  percent- 
age? 

Dr.  Greenspan.  Yes.  In  other  words,  I  am  including  in  the  con- 
cept of  rates,  the  base,  anything  which  relates  to  taxable  incomes. 
I  do  not  mean  those  which  necessarily  are  being  taxed,  but  those 
which  are  capable  of  being  taxed. 

But  you  are  quite  correct,  gentlemen.  If  I  were  to  reread  this,  I 
would  revise  it  slightly  to  capture  the  difference. 

In  any  event,  granted  this  relationship  were  we  to  progressively 
increase — I  will  put  it  exactly — receipts  as  a  percentage  of  incomes, 
this  would  of  necessity  undercut  incentives  for  risk  taking  and  in- 
evitably damp  the  long-term  growth  and  the  tax  revenue  potential 
of  our  economy. 

The  gap  between  spending  and  revenues  will  not  close  under 
such  conditions.  Thus,  there  is  no  alternative  to  achieving  much 
slower  growth  of  outlays  if  deficit  control  is  our  objective. 

This  implies  not  only  the  need  to  make  cuts  now,  but  to  control 
the  growth  of  future  spending  so  that  it  does  not  exceed,  and  pref- 
erably is  less  than,  the  projected  growth  in  the  tax  base  to  be  read 
as  incomes  capable  of  being  taxes. 

The  thought  expressed  by  some  that  we  c£ui  inflate  our  way  out 
of  the  budget  deficit  is  fanciful. 

Aside  from  its  serious  debilitating  effects  on  our  economic  sys- 
tem, higher  inflation,  given  the  explicit  and  implicit  indexing  of  re- 
ceipts and  expenditures,  would  not  reduce  the  deficit. 

As  I  indicated  in  testimony  to  the  Joint  Economic  Committee  in 
January,  there  is  a  possibiUty  that  productivity  has  moved  into  a 
significantly  faster  long-term  growth  channel,  which  would  boost 
re£d  growth  and  tax  revenues  over  time. 

But  even  if  that  turns  out  to  be  the  case,  short  of  an  increase 
beyond  anything  that  we  can  reasonably  anticipate  at  this  time. 
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productivity,  in  itself,  woiild  not  be  enough  to  resolve  the  basic 
long-term  imbalance  in  our  budgetary  accounts. 

Thus,  while  economic  growth  is  necessary  to  contain  budget  defi- 
cits, it  regrettably  is  not  sufficient. 

In  deciding  how  to  pare  a  structural  budget  deficit,  it  is  impor- 
tant to  be  clear  on  the  different  roles  of  boosting  taxes,  on  the  one 
hand,  and  cutting  spending  programs  on  the  other. 

All  feasible  taxes,  by  their  very  nature,  restrain  business  activ- 
ity. Hence,  excluding  so-called  sin  taxes  and  possibly  environ- 
mental taxes,  increases  in  taxes  can  only  be  justified  to  finance  ex- 
penditures that  are  deemed  essential. 

The  level  and  composition  of  outlays  to  be  financed  by  revenues 
is,  in  our  society,  a  political  matter,  as  is  also  the  degree  of  progres- 
sivity  and  incidence  of  taxation. 

But  over  the  long  run,  it  is  important  to  recognize  that  trjdng  to 
wholly,  or  substantially,  address  a  structural  budget  deficit  by  in- 
creasing revenues  is  fraught  with  exceptional  difficulties,  and  is 
more  likely  to  fail  than  succeed. 

All  else  equal,  reducing  the  deficit  would  enlarge  the  pool  of  sav- 
ings available  for  private  capital  investment.  But  investment  will 
not  automatically  occur  imless  there  are  adequate  incentives  for 
risk  taking. 

A  greater  willingness  of  a  society  to  consume  less  of  its  current 
income  should  lower  real  interest  rates  and  spur  such  investment. 

But  if  risk  taking  is  discouraged  through  excessive  taxation  of 
capital  or  repressive  regulation,  high  levels  of  investment  will  not 
emerge.  And  the  level  of  savings  will  fail  as  real  incomes  stagnate. 

The  process  by  which  deficits  divert  resources  from  private  in- 
vestment is  part  of  the  broader  process  of  redirecting  the  allocation 
of  real  resources  that  inevitably  accompanies  the  activities  of  the 
Federsd  Government. 

The  Federal  Government  can  preempt  resources  from  the  private 
sector  or  direct  their  usage  by  a  number  of  different  means,  the 
most  important  of  which  are:  (1)  spending,  financed  by  taxation;  (2) 
spending,  financed  by  borrowing,  that  is  deficit  spending;  (3)  regu- 
lation mandating  private  activities  such  as  investment  in  pollution 
control  or  safety  equipment,  which  are  likely  to  be  financed 
through  the  issuance  of  debt;  and  (4)  government  guarantees  of  pri- 
vate borrowing. 

What  deficit  spending  and  regulatory  measures  have  in  common 
is  that  the  preemption  of  resources,  directly  or  indirectly,  is  not 
sensitive  to  the  rate  of  interest. 

The  Federal  Government,  for  example,  will  finance  its  budget 
deficit  in  full,  irrespective  of  the  interest  rate  it  must  pay  to  raise 
the  funds. 

Borrowing  with  government-guaranteed  debt  may  be  interest 
sensitive,  but  the  guarantees  have  the  effect  of  preempting  re- 
sources from  those  without  access  to  riskless  credit. 

Government  spending  fully  financed  by  taxation  does,  of  course, 
preempt  real  resources  from  the  private  sector,  but  the  process 
works  through  channels  other  than  through  real  interest  rates. 

Purely  private  activities,  on  the  other  hand,  are,  to  a  greater  or 
lesser  extent,  responsive  to  real  interest  rates.  The  demand  for 
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housing,  for  example,  falls  off  dramatically  as  mortgage  interest 

rates  rise. 

Inventory  demand  is  clearly  a  function  of  short-term  interest 
rates,  and  the  level  of  interest  rates,  as  it  is  reflected  in  the  cost 
of  capital,  is  a  key  element  in  the  decision  on  whether  to  expand 
or  modernize  productive  capacity. 

Hence,  to  the  that  the  demand  for  savings  exceeds  its  supply,  in- 
terest rates  will  rise  until  sufficient  excess  demand  is  finally  crowd- 
ed out. 

The  crowded-out  demand  cannot,  of  course,  be  that  of  the  Federal 
Government,  directly  or  indirectly  because  Federal  Government  de- 
mand does  not  respond  to  rising  interest  rates. 

Rather,  real  interest  rates  will  rise  to  the  point  that  private  bor- 
rowing is  reduced  sufficiently  to  allow  the  entire  requirements  of 
the  Federal  Government,  including  its  on  and  off-budget  deficits 
and  all  its  collateral  guarantees  and  mandated  services,  to  be  met. 

In  these  circumstances,  there  is  no  alternative  to  higher  real  in- 
terest rates  diverting  real  resources  from  the  private  to  the  public 
sector. 

In  the  short  run,  nominal  short-term  interest  rates  may  tempo- 
rarily be  held  down  if  the  Federal  Reserve  accommodates  the  ex- 
cess demand  for  funds  through  a  more  expansionary  monetary  pol- 
icy. 

But  this  wiU  only  produce  greater  inflation  and,  ultimately,  have 
Uttle,  if  any,  effect  on  the  allocation  of  real  resources  between  the 
private  and  public  sectors. 

In  such  an  environment,  inflationary  forces  too  often  lead  to  in- 
creased risk  premiums,  higher  real  interest  rates,  and  a  higher  cost 
of  capital. 

This,  in  turn,  engenders  a  foreshortening  of  the  time  horizon  of 
investment  decisions  and  a  decreasing  willingness  to  commit  to  the 
long  term  a  commitment  that  is  so  crucial  to  a  modem  techno- 
logically advanced  economy. 

Structural  budget  deficits  and  excessive  collateral  credit  preemp- 
tions are  symptoms  of  a  society  overconsuming  and  undersaving 
and  underinvesting. 

While  there  is  no  substitute  for  political  will  in  reining  in  out- 
sized  structural  budget  deficits,  there  are  changes,  Mr.  Chairman, 
I  believe,  that  could  make  the  budget  process  more  effective. 

In  particular,  it  is  worth  reconsidering  sunset  legislation  which 
would  impose  explicit  termination  dates  on  spending  programs. 

Expiring  programs  that  still  have  merit  should  have  no  difficulty 
being  re-authorized,  but  programs  whose  justification  has  become 
less  compelling  would  not  receive  the  necessary  votes. 

Indeed,  it  is  hard  to  imagine  that  sunset  legislation  would  not 
lead  to  at  least  some  improvement  over  the  current  situation,  quite 
possibly  fostering  non-trivial  budget  savings. 

It  would  also  be  useful  to  take  a  look  at  the  current-services 
methodology  for  evaluating  budget  changes. 

A  baseline  estimate  obviously  is  a  necessary  ingredient  in  the 
budget  process  that  helps  inform  policymakers  about  the  impact  of 
policy  proposals. 
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However,  the  current  services  concept  assumes  that  no  further 
Congressional,  judicial,  or  bureaucratic  actions  will  be  taken  to 
alter  existing  programs. 

This  is  quite  unrealistic,  but  it  would  be  of  no  particular  signifi- 
cance were  it  not  for  the  fact  that  the  bias  of  such  actions  is  pa- 
tently toward  more  spending  rather  than  less. 

Hence,  merely  owing  to  ongoing  Congressional  deliberations,  ad- 
ministrative rulings,  and  decisions,  an  add-on  to  the  current  serv- 
ices outlay  estimates  is  required  to  get  a  better  view  of  what  might 
be  termed  the  "expected"  deficit  of  the  future. 

It  is  not  possible  to  know  in  advance  which  spending  programs 
will  be  expanded,  except  that  some  will.  In  recent  years.  Congres- 
sional current-services  outlay  estimates  have  consistently  been  ad- 
justed upward  in  response  to  such  technical  re-estimations  of  pro- 
gram costs. 

Indeed,  technical  re-estimates  explain  a  significant  part  of  the 
failure  of  the  deficit  to  fall  as  contemplated  at  the  time  of  enact- 
ment of  the  Omnibus  Budget  Reconciliation  Act  of  1990. 

Finally,  while  I  do  not  favor  a  balanced  budget  amendment  on 
the  grounds  that  it  might  be  impossible  to  enforce,  I  would  support 
a  constitutional  amendment,  or  even  a  legislative  provision  that 
stipulates  that  all  revenue  and  expenditure  initiatives  require 
super  majorities,  for  example,  60  percent,  to  pass  both  houses  of 
the  Congress. 

Combined  with  sunset  legislation,  such  a  procedure  could  prob- 
ably go  far  to  neutralize  the  obvious  propensity  of  our  political  sys- 
tem toward  structural  deficits. 

Let  me  conclude  by  reiterating  my  central  message.  The  deficit 
is  a  malignant  force  in  our  economy.  How  the  deficit  is  reduced  is 
very  important,  that  it  be  done  is  crucial. 

Allowing  it  to  fester  would  court  a  dangerous  erosion  of  our  eco- 
nomic strength  and  a  potentially  significant  deterioration  in  our 
real  standard  of  living. 

Fortunately,  we  have  it  in  our  power  to  reverse  this  process.  This 
committee  has  an  important  role  in  this  process.  And  speaking  as 
a  citizen,  I  wish  you  all  well  in  your  difficult  endeavors. 

Thank  you,  Mr.  Chairman. 

[The  prepared  statement  of  Dr.  Greenspan  appears  in  the  appen- 
dix.] 

The  Chairman.  Speaking  as  the  chairman,  your  wishes  are  ap- 
preciated. 

I  will  ask  just  one  question  by  way  of  clarification  and  then 
somewhat  of  a  larger  one.  Early  on  in  your  statement,  sir,  a  very 
powerful  statement,  you  say,  "Increases  in  taxes  can  only  be  justi- 
fied to  finance  expenditures  that  are  deemed  essential." 

Now,  we  have  before  us  a  set  of  proposals  from  the  administra- 
tion. And  we  will  get  from  this  committee  instructions  to  raise  $294 
billion  in  taxes  during  the  next  5-year  period. 

We  just  had  our  first  vote  of  some  consequence  on  this  matter 
on  the  floor.  And  by  a  52-47  vote,  we  agreed  that  we  will  increase 
taxes  on  Social  Security  benefits  for  persons  in  higher,  upper  in- 
come brackets. 

I  would  not  take  you  to  mean  that  we  cannot,  or  should  not,  in- 
crease taxes  to  reduce  the  deficit  in  this  present  content. 
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Dr.  Greenspan.  I  was  referring,  Mr.  Chairman,  to  the  more  ab- 
stract concept  that  since  all  taxes  have  a  negative  effect  on  eco- 
nomic activity  that,  therefore,  they  should  not  be  used  for  other 
than  financing  expenditures  which  are  essential. 

What  I  am  basically  getting  at  is  that  taxes  are  not  a  good  in 
themselves.  They  are  bad,  if  I  may  put  it  that  way. 

And  one  can  justify  their  existence,  in  my  judgment,  only  to  the 
extent  that  they  are  employed  for  financing  expenditures. 

The  reason  I  raise  this  question  is  that  it  is  important  to  under- 
stand that  in  a  economy,  especially  an  economy  such  as  ours,  that 
taxes  tend  to  depress  the  level  of  activity.  They  tend  to  depress  the 
level  of  risk  taking.  They  tend  to  depress  the  level  of  economic 
growth.  And  they  should  only  be  used  when  there  are  values  to  be 
achieved,  which  are  greater  than  the  clear  cost  that  taxation  cre- 
ates. 

The  Chairman.  But  you  have  described  an  emergency  situation 
with  respect  to  the  deficit. 

Dr.  Greenspan.  I  am  not,  in  the  context  of  the  principles  that 
I  was  discussing  in  my  prepared  remarks,  addressing  the  specific 
situation. 

The  Chairman.  Then,  just  one  larger  question.  You  observed  that 
on  the  question  of  a  constitutional  amendment  or  other  legislation 
that  would  require  the  majority,  I  can  just  say  for  what  it  is  worth 
that  I  would  have  thought  a  constitutional  amendment  was  a  dis- 
aster 15  years  ago,  as  a  good  Keynesian. 

I,  indeed,  asked  Charlie  Schultz  if  he  would  run  the  1977  reces- 
sion on  the  0MB  computer.  And  he  did.  He  said  the  computer  blew 
up.  [Laughter.] 

Which  may  be  the  clue  to  the  difficulties  we  have  had  ever  since, 
if  the  computer  is  not  working.  I  never  thought  about  that. 

But  you  said  that  you  are  going  to  favor  it.  You  are  disposed, 
given  the  obvious  propensity  of  our  political  system  toward  struc- 
tural deficits. 

That  is  a  big  question  because  early  on,  you  said  that  we  have 
been  running  at  3  percent  of  potential  GDP  for  a  decade  by  way 
of  a  deficit.  You  said  that  is  unprecedented  in  our  peacetime  his- 
tory. 

Dr.  Greenspan.  Yes. 

The  Chairman.  And  it  is.  Well,  if  it  is  unprecedented,  then,  has 
our  political  system  changed  so  much  that  it  now  has  a  propensity 
toward  structural  deficits? 

Dr.  Greenspan.  I  think  it  changed,  as  best  one  can  judge,  earlier 
in  the  post- World  War  II  period. 

The  Chairman.  All  right. 

Dr.  Greenspan.  I  remember  a  press  conference  which  President 
Eisenhower  had  in  which  he  was  close  to  being  apoplectic  because 
we  had  a  $4  billion  deficit. 

And  at  the  time,  there  was  a  general  consensus  within  our  soci- 
ety that  revenues  and  expenditures  should  be  closely  tied  and  that 
running  deficits  was  most  inappropriate. 

And  I  think  the  history  of  this  country  exhibits  a  very  strong 
commitment  towards  maintaining  balanced  budgets  in  a  general 
way. 
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Somewhere  as  we  move  through  the  post- World  War  II  period,  it 
is  fairly  clear  that  there  has  been  a  significant  shift  in  a  bias  to- 
wards increasing  commitments  from  government,  which  I  must  say 
if  one  looks  at  some  of  the  data  that  Senator  Packwood  has  pre- 
sented, is  basically  an  industrial  country  phenomenon  where  the 
proportion  of  government  spending  to  gross  domestic  product  has 
risen  up  until  the  mid-1980's  pretty  much  across  the  spectrum  of 
the  industrial  world. 

I  think  that  is  a  political  value  system  issue.  And  I  do  think  that 
we  in  the  United  States  have  a  chronic  problem  with  this,  and  the 
way  I  like  to  put  it  is  that  behind  each  of  the  thousands  of  items 
in  our  Federal  budget  is  a  poUtical  constituency. 

And  we  find  how  significant  that  is  when  we  endeavor  to  pare 
back  even  what  most  people  would  think  are  not  very  significant 
items. 

The  Chairman.  So  your  thought  is  that  this  propensity  is  a  post- 
war phenomenon? 

Dr.  Greenspan.  Yes. 

The  Chairman.  Because  I  just  like  to  recall  in  the  early  days  of 
the  Kennedy  administration,  the  economy  was  thought  to  be  af- 
flicted by  a  dread  disease  called  fisc£d  drag. 

And  what  fiscal  drag  mesint  was  that  as  the  business  cycle  im- 
proved and  rose  and  revenues  started  coming  in,  Congress  would 
not  spend  additional  money. 

And,  therefore,  there  was  a  depressant.  And  we  never  quite 
reached  full  employment.  And  out  of  that,  I  know  that  Charles 
Schultz,  as  Director  of  0MB  under  a  Republican  administration 
and  continued  in  a  Democratic  administration,  continued  sending 
to  the  Congress  a  full  employment  budget  whdch  said  that  if  we 
had  full  employment,  there  would  be  sufficient  revenues  to  make 
this  a  balanced  budget.  It's  not  balanced  now  because  we  want  to 
have  the  stimulus  that  would,  in  fact,  create  that  increased  reve- 
nue. 

So  the  economics  profession  got  into  the  business  of  institutional- 
izing the  deficit. 

Dr.  Greenspan.  Oh,  I  agree  with  that,  Mr.  Chairman.  In  fact,  I 
remember  that  period  quite  well.  And  I  must  say,  there  were  a 
number  of  observers  of  that  period  who  suggested  that  the  imple- 
mentation officially  of  the  so-called  high  employment  or  full  em- 
ployment budget  was  an  issue  of  necessity  as  distinct  from  an  issue 
of  thoughtful  economic  insight. 

It  became  a  way  to  explain  why  deficits  were  emerging  and  why 
they  were  allegedly  of  no  significant  concern. 

I  am  fearful  that  in  looking  back  at  that  period  in  retrospect  that 
it  was  not  a  very  useful  process.  And,  indeed,  my  suspicion  is  that 
it  has  assisted  us  to  move  in  the  direction  that  we  have. 

The  Chairman.  The  shift? 

Dr.  Greenspan.  The  shift.  Yes. 

The  Chairman.  Well,  thank  you  very  much,  sir. 

Senator  Packwood,  you  have  questions.  You  have  charts. 

Senator  Packwood.  I  have  questions.  And  I  have  charts.  And  I 
will  do  a  couple  of  general  questions  first,  Mr.  Chairman. 
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On  page  3,  and  it  is  the  part  that  Senator  Moynihan  asked 
about,  it  says,  "An  increase  in  taxes  can  normally  be  justified  for 
financial  expenditures  that  are  deemed  essential." 

It  reminds  me  a  bit  of  those  snow  alerts  we  have  where  we  say 
nonessential  employees  do  not  need  to  come  to  work.  And  I  ques- 
tion, in  that  case,  why  do  they  ever  need  to  come  to  work  if  they 
are  not  essential. 

Can  we  presume  ipso  facto  that  if  Congress  passes  a  bill  that  in- 
creases expenditures  and  the  President  signs  it,  it  is  ipso  facto  es- 
sential? 

Dr.  Greenspan.  As  I  said  to  the  chairman  in  responding  to  his 
question,  in  discussing  the  concept  of  taxation  and  the  very  broad 
notion  in  the  sense,  not  of  this  specific  discussion 

Senator  Packwood.  I  understand. 

Dr.  Greenspan.  Let  me  be  very  specific  here.  The  sole  point  I'm 
trying  to  make  on  that  issue  is  that  because  all — and  I  underline 
the  word  "all"  taxes  have  a  repressive  effect  on  economic  activity, 
that  means  that  they  are  costly  to  the  economy  to  impose  and  that 
therefore  the  rationale  for  the  employment  of  taxes  other  than  for 
meeting  expenditures  is  an  undesirable  use,  except  as  I  indicated 
for  the  special  cases  where  there  are  presumed  to  be  social  policies 
on  the  question  of  the  progressivity  or  incidence  of  taxation  or  envi- 
ronmental taxes  or  the  like,  but  those  are  relatively  minor  issues. 

Senator  Packwood.  I  understand. 

Dr.  Greenspan.  The  point  I'm  trying  to  make  is  that  taxes  are 
costly  to  our  system.  They  are  not  a  free  good. 

Senator  Packwood.  You  are  not  suggesting  that  we  divide  the 
budget  into  two  categories,  essential  services,  nonessential  services 
and  we  will  tax  to  favor  the  essential  ones  and 

Dr.  Greenspan.  No. 

Senator  Packwood.  All  right. 

Dr.  Greenspan.  I  will  grant  you  that  there  is  a  certain  grammat- 
ical logic  in  what  you  say,  Senator,  but  that  is  not  what  I  had  in 
mind. 

Senator  Packwood.  Now,  let  me  go  to  your  constitutional 
amendment.  And  I  am  going  to  presume  that  you  are  opposed  to 
it  because  it  might  be  impossible  to  enforce. 

And  I  am  going  to  presume  that  we  still  £ire  and  will  continue 
to  be  a  government  of  laws.  This  will  not  be  President  Jackson  say- 
ing to  Chief  Justice  Marshall — since  he  has  made  his  decision,  let 
him  enforce  it. 

It  will  instead  be  President  Eisenhower  sa5dng  in  Little  Rock,  the 
court  has  decreed  this  to  be  illegal  discrimination  and  we  will  use 
the  Federal  marshals  to  enforce  the  court  order. 

The  Chairman.  Why  are  you  always  picking  on  Democrats? 
[Laughter.] 

Senator  Packwood.  If  it  was  possible  to  enforce  a  constitutional 
amendment  to  balance  the  budget,  would  you  support  it? 

Dr.  Greenspan.  The  question  basically  of  the  nature  of  the  en- 
forcement is  really  what  the  issue  is.  I  mean,  would  the  Congress 
be  put  in  jail  if  it  committed  a  felony  or  what? 

Senator  Packwood.  Well,  I  can  give  you  two  ways  that  are  for 
better  or  for  worse,  assuming  that  the  judicial  system  works.  Two 
ways  I  think  would  be  enforceable. 
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One  is,  assuming  you  give  proper  status  to  people  to  sue,  you  say 
to  the  courts,  you  will  have  the  power  to  make  the  budget  if  the 
Congress  does  not,  sort  of  like  busing.  If  we  don't  do  it,  the  court 

can  do  it. 

My  hunch  is  the  court  would  say,  well,  we  don't  Uke  this  power. 
We  wish  we  didn't  have  to  do  it.  But  if  a  constitutional  amendment 
says  we  have  the  power  to  do  it,  okay. 

Judge  Green,  in  addition  to  running  a  communication  system, 
will  run  the  budget.  That,  I  think,  would  be  enforceable. 

Dr.  Greenspan.  Senator,  let  me  tell  you  why  I  have  chosen  this 
other  vehicle,  which  I  talk  about,  requiring  super  majorities. 

The  trouble  with  a  constitutional  amendment  to  balaiice  the 
budget  in  a  technical  sense  is  it  invariably  focuses  on  receipts  and 
expenditures  which  is  very  far  down  the  road  of  authorization,  ap- 
propriation, and  various  forms  of  pre-commitments  which  could  be 
structured  in  the  way  that  we  finance  our  system. 

And  if  you  endeavor,  for  example,  to  confront  a  situation  in 
which  you  have,  say,  entitlement  programs  which  essentially  create 
a  deficit,  you  are  putting  the  courts  in  that  case  in  a  position  to 
abrogate  previous  laws. 

Senator  Packwood.  That  is  correct. 

Dr.  Greenspan.  And  it  is  a  very  difficult  proposition.  If  you  are 
asking  me  in  the  abstract  would  I  like  to  see  a  restraint  which  re- 
strains the  budget  deficit,  the  answer  is,  yes,  I  would. 

And  indeed,  the  reason  I  have  testified  before  the  judiciary  com- 
mittees of  the  Congress  on  this  constitutional  amendment  issue 
over  the  years  is  that  I  beUeve  that  if  we  were  to  have  the  require- 
ment of  super  majorities  on  all  spending  and  revenue  bills  in  their 
earliest  stages  so  that  authorizations  as  well  as  appropriations  and 
outlays  were  subject  to  that,  you  alter  the  process  at  the  beginning 
rather  than  create  extraordinary  distortions  in  the  process  by  try- 
ing to  reverse  the  process  once  it  is  very  significantly  under  way. 

But  I  do  think  and  I  always  argue  that  the  underlying  notions 
of  the  need  to  have  some  constraint  of  this  process,  if  necessary  by 
constitutional  meams,  is  something  which  I  have  subscribed  to  be- 
cause I  do  think  there  is  a  bias  in  our  political  system  which  re- 
quires neutralization. 

Senator  PACKWOOD.  Okay.  Let's  go  on  now  to  the  charts  that  I 
sent  you.  And  you  pretty  much  said  in  your  statement  that  the  his- 
tory of  the  western — at  least  of  the  industrialized  countries  since 
World  War  II  as  taxes  are  up  and  spending  is  up,  is  a  percentage 
of  the  gross  domestic  product — that  is  pretty  much  inexorable — and 
that  the  United  States  actually  is  at  the  lower  end  of  the  industri- 
alized countries.  Most  of  them  tax  more  than  we  do  and  spend 
more  than  we  do.  Are  we  okay  on  those  facts? 

Dr.  Greenspan.  Those  are  facts. 

Senator  Packwood.  Yes.  And  indeed  when  Mr,  Ball  who  used  to 
be  the  actuary  for  Social  Security  and  Dr.  Aaron  from  the  Brook- 
ings Institution  were  here,  they  both  opined  that  we  should  be  tax- 
ing more. 

Dr.  Aaron  said  we  are  the  lowest  of  the  industrialized  countries. 
And  we  ought  to  tax  more.  Mr.  Tyson,  the  new  chairman  of  the 
Council  of  Economic  Advisors  in  our  hearing  said  we  should  look 
more  like  Europe  in  our  taxes.  We  need  to  tax  more. 
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Now,  for  the  moment,  I'm  not  asking  your  opinion  on  their  opin- 
ions. They  think  we  don't  tax  enough,  and  that  we  should  tax  more. 

Do  you  think  if  we  choose  in  terms  of  what  are  defined  as  essen- 
tial services  to  spend  45  percent  of  the  gross  national  product,  we 
should  tax  45  percent  of  the  gross  national  product? 

Dr.  Greenspan.  Well,  if  you  are  going  to  do  that,  and  I  empha- 
size the  if,  the  answer  is  yes. 

Senator  Packwood.  Now,  do  you  think  it  would  be  a  good  trend, 
assuming  we  could  balance  the  income  and  the  outgo  to  look  more 
like  our  industrialized  competitors  and  to  tax  and  spend  consist- 
ently more  in  ever  increasing  amounts  of  more  of  the  total  national 
income? 

Dr.  Greenspan.  Senator,  the  answer  may  well  be  coming  from 
the  other  side  because  as  your  table  shows  and,  indeed,  all  data  do 
show  that  the  upward  surge  in  the  proportion  of  government 
spending  to  GDP  in  the  major  industrialized  countries  has  been 
edging  downward  in  recent  years  and,  indeed,  the  general  consen- 
sus amongst  our  trading  partners  is  to  move  closer  in  our  direction 
than  the  other  way  around. 

Senator  PACKWOOD.  Well,  in  some  of  the  countries  when  they  fi- 
nally get  to  this  55  or  60  percent,  they  finally  say,  we  can't  keep 
doing  this.  This  is  going  too  far.  And  they  attempt  to  move  down- 
ward. It  is  a  struggle  as  Sweden  is  seeing. 

Dr.  Greenspan.  It  is  a  struggle  basically  for  the  reasons  that  we 
£ire  having  struggles  right  at  this  moment. 

Senator  Packwood.  Do  you  think,  all  things  being  considered, 
the  country  would  be  better  off  spending  and  taxing  30  percent  of 
the  gross  national  product  than  taxing  40  percent,  spending  and 
taxing  40  percent  of  the  gross  national  product? 

Dr.  Greenspan.  You're  asking  my  personal  view? 

Senator  Packwood.  Yes. 

Dr.  Greenspan.  The  answer  is  yes. 

Senator  Packwood.  Okay.  And  in  your  personal  judgment — I  am 
not  asking  you  to  comment  on  whether  or  not  it  is  going  to  happen, 
but  if  the  Clinton  budget  were  to  push  this  upward  towards  the  40 
percent,  would  that  be  a  bad  trend? 

Dr.  Greenspan.  As  I  said  at  the  beginning  and  I  would  like  to 
reiterate  it,  I  have  hopefully,  successfully  eschewed  commenting  on 
the  specifics  of  any  of  the  proposals  for  Congress. 

I  have  not  been  wholly  successful  in  the  sense  that  people  have 
read  things  into  my  remarks  which  I  have  not  intended,  but  I  hope 
I  have  not  essentially  committed,  gone  beyond  the  line  where  I  am 
getting  involved  in  this  political  discussion  because  I  do  not 
think 

Senator  Packwood.  Excuse  me.  This  will  be  the  last  question. 
Let  me  rephrase  my  question.  If  collectively.  Congress,  the  Presi- 
dent, and  everybody  else  were  to  nudge  us  up  toward  40  percent 
taxing  and  spending,  would  that  be  a  good  thing  or  a  bad  thing? 
Forget  the  President's  specific  budget. 

Dr.  Greenspan.  That  is  a  political  judgment  which  the  Congress 
and  the  President  have  to  make.  This  is  what  a  Democratic  society 
is  all  about. 

Senator  PACKWOOD.  But  you  personally  think  it  would  be 
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Dr.  Greenspan.  I  personally  would  prefer  less,  but  I  am  one  citi- 
zen. I  have  one  vote. 

Senator  Packwood.  Thank  you,  Mr.  Chairman. 

The  Chairman.  You  have  two  votes  I  think.  You  are  also  Chair- 
man of  the  Federal  Reserve  Board. 

Dr.  Greenspan.  The  Federal  Reserve  Board  does  not  vote  on 
such  issues.  [Laughter.] 

The  Chairman.  Senator  Chafee. 

Senator  Chafee.  I  will  wait. 

The  Chairman.  Senator  Durenberger. 

Senator  Durenberger.  Mr.  Chairman,  thank  you  for  being  a 
wise  man,  but  you  are  also  a  prudent  man.  And  I  think  we  appre- 
ciate that. 

One  of  the  problems  that  I  have  observed  about  being  a  Repub- 
lican over  the  last  12  years  is  that  we  have  really  two  different 
goals  reflected,  I  think,  probably  on  reflection  by  the  House  Repub- 
hcans  who  abhor  nothing  more  than  taxes  and  some  at  least  of  the 
Senate  RepubUcans  who  abhor  nothing  more  than  a  deficit. 

And  that  was  played  out  in  1990.  And  it  seems  to  get  played  out 
from  time  to  time.  And  I  think  it  is  going  to  get  played  out  a  fair 
amount  during  the  course  of  this  year,  even  though  we  are  still  in 
the  minority  in  the  Congress. 

But  given  that  observation,  I  would  like  to  move  to  a  related  one 
which  is  the  observations  that  the  President  made  to  us  when  he 
came  to  see  the  Republic£ui  Senators.  And  I  am  sure  he  probably 
made  the  same  observations  to  the  Democratic  Senators. 

Looking  back  on  that  12-year  period,  you  said  this,  "You  cut  tax 
rates.  You  cut  discretionary  spending.  You  cut  inflation.  You  cut  in- 
terest rates.  Then,  in  a  combination,  you  increase  defense  spend- 
ing. You  increase  job  opportunities  in  this  country.  You  increase 
both  pubhc  and  private  debt.  And  you  increase  the  value  of  the  dol- 
lar to  acquire  foreign  cooperation  in  financing  all  of  that  debt." 

That  was  his  general  observation  about  what  went  on  in  that  pe- 
riod of  time.  Then,  he  said  that  his  goal — and  I  think  this  was  his 
economic  premise  under  his  fiscal  policy  because  he  was  appearing 
to  defend  his  budget. 

He  said  that  his  economic  premise  was  to  reduce  public  and  pri- 
vate debt,  try  to  sustain  all  the  good  things  that  have  happened 
within  the  last  12  years,  and  that  it  is  to  try  to  reduce  public  £uid 
private  debt  by  lowering  interest  rates  by  keeping  long-term  low  in- 
terest rates  low,  keeping  inflation  low  with  the  expectation  that 
they  were  going  to,  in  the  private  sector,  refinance  our  debt  and  in 
the  public  sector,  reduce  our  increasing  deficit. 

My  first  question  is,  how  likely  is  the  refinancing  of  private  debt 
in  this  country  over  the  next  year  or  so,  given  what  we  have  seen 
of  the  parameters  of  the  President's  fiscal  policy,  as  articulated  in 
his  budget  proposal  which  to  most  of  us  looks  like  about  $3.82  of 
a  marginal  tax  rate  increase  for  every  dollar  in  spending  reduction? 

Dr.  Greenspan.  Well,  some  of  the  refinancing  of  private  debt,  as 
you  know,  has  been  going  on  now  for  a  couple  of  years  at  a  fairly 
extraordinary  pace. 

There  is  a  very  substantial  amount  of  public  offering  and  private 
offerings  of  securities  both  equity  and  debt  in  the  private  markets, 
a  substantial  portion  of  which  has  been  to  refinance  existing  debt 
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to  lower  the  interest  burden  and  to  substantially  improve  the  bal- 
ance sheets  that  the  private  sector  went  into  the  1990's  with. 

So  long  as  interest  rates,  long-term  interest  rates  specifically,  ob- 
viously, stay  somewhere  near  these  levels,  one  can  expect  that  this 
refinancing  will  continue  because  it  obviously  has  got  a  long  way 
to  go  in  that  we  know  what  the  average  interest  payment  is  on  pri- 
vate long-term  business  debt. 

And  clearly;  it  is  coming  down  now  and  improving  the  overall  li- 
abihty  side  of  the  private  business  sector.  And  that  still  has  a  sig- 
nificant way  to  go.  And  presumably  if  rates  stay  down  here  or  go 
lower,  that  will  very  significantly  continue. 

The  same  thing  is  very  evident  in  the  mortgage  market  in  one 
to  four  family  homes.  And  a  substantial  part  of  refinancing  has  al- 
ready occurred,  but  here,  too,  there  is  still  a  fairly  large  block  of 
mortgages  whose  interest  rates  are  well  above  current  market 
rates. 

So  I  am  not  sure  that  the  ginswer  to  the  question  gets  to  any- 
thing more  significant  than  where  one's  forecasts  of  long-term  rates 
will  be  over  the  next  year  or  two. 

Senator  DURENBERGER.  But  the  concern  that  a  lot  of  us  feel  and 
you  reflected  in  your  statement  about,  you  say,  "From  1997  on, 
budget  outlays  under  existing  law  are  projected  to  rise  appreciably 
faster  than  the  tax  base."  And  you  go  into  all  of  that  logic. 

Up  until  the  last  couple  of  months,  there  has  been  a  lot  of  eco- 
nomic activity,  in  refinancing,  without  a  particular  sense  of  direc- 
tion. Now,  we  have  some  sense  of  direction  fi-om  the  new  President. 

And  that  sense  of  direction  long-term  does  not  appear  to  take  on 
the  issue  of  long-term  spending.  There  seems  to  be  a  relatively 
small  impact  on  long-term  deficit. 

Much  of  the  spending  reduction  is  in  the  so-called  out  years. 
Much  of  the  political  activity  in  the  last  week  or  so  has  been  to  cre- 
ate exemptions  in  this  new  tax,  the  BTU  tax,  a  very  close  vote  on 
the  floor  of  the  U.S.  Senate  relative  to  taxing  Social  Security. 

Is  there  any  sign  of  pohtical  will  that  you  have  noticed  that 
would  give  encouragement  to  people  that  the  direction  that  this  ad- 
ministration has  sent  is  towards  substantial  spending  reduction? 

Dr.  Greenspan.  Well,  Senator,  the  President  has  acknowledged 
that  the  major  problem  in  the  rise  in  the  deficit  as  we  move  to- 
wards the  end  of  the  decade  is  in  the  health  care  cost  area.  In  that 
respect,  he  is  correct.  That  is  where  the  major  areas  of  expenditure 
expansion  are. 

My  view  of  the  process  that  is  going  on  is  that  it  is  in  its  early 
stages  with  respect  to  this  budgetary  process. 

And  fr£inkly,  the  reason  why  I  commended  the  President  for  put- 
ting this  issue  on  the  table  is  precisely  in  engendering  this  form 
of  discussion  and  coming  to  grips  with  the  problem  wluch  we  can 
no  longer  hide  from. 

We  are  going  through,  as  best  I  can  see,  democratic  deliberations 
and  pohtics  in  the  best  sense  of  the  word.  And  that  is  what  our  so- 
ciety is  all  about. 

And  it  is  arguments  such  as  this  which  are  going  to  go  on  and 
go  on  for  a  long  period  of  time,  which  I  hope  will  bring  this  out  at 
the  end  of  the  day  where  we  would  have  resolved  what  is  a  very 
fundamental  problem  for  this  country. 
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The  Chairman.  Very  nicely  stated. 

Thank  you,  Senator  Durenberger. 

Senator  Chafee. 

Senator  Chafee.  Thank  you,  Mr.  Chairman. 

Dr.  Greenspan,  your  central  message  is  summed  up  in  your  con- 
cluding remarks.  "The  deficit  is  a  malignant  force  in  our  economy. 
How  it  is  reduced  is  very  important.  That  it  be  done  is  crucial." 

And  I  must  say,  I  could  not  agree  more  with  you.  I  think  it  is 
these  deficits  that  are  contributing  to  the  difficulties  in  our  econ- 
omy today. 

But  there  is  a  theory  out  there  that  is  constantly  espoused  or  re- 
ported that  we  have  to  be  very  carefiil  how  we  go  about  reducing 
the  deficit,  and  that  any  attempt  to  drastically  reduce  the  deficit 
would  create  its  own  economic  difficulties.  Do  you  subscribe  to  that 
theory? 

Dr.  Greenspan.  If  you  are  asking  me  as  a  theoretical  economist, 
the  answer  is  yes.  If  you  are  asking  me  as  an  observer  of  the  politi- 
cal scene,  I  do  not  find  anything  there  which  gives  me  any  concern. 
[Laughter.] 

Senator  Chafee.  Well,  I  suppose  you  think  there  is  a  little 
chance  that  we  will  do  anything  drastic. 

Dr.  Greenspan.  Let  me  put  it  this  way.  It  just  does  not  strike 
me  as  credible  that  with  the  biases  we  have  in  our  pohtical  system 
that  the  concern  that  we  should  be  exMbiting  at  this  stage  is  that 
we  will  overdue  it.  It  is  conceivable  that  some  extraordinary  set  of 
changes  in  value  preferences  of  our  society  will  occur  and  some- 
thing very  dramatic  will  start.  I  find  that  extraordinarily  unlikely 
as  a  forecast. 

If  it  should  begin  to  emerge,  it  is  one  of  the  easiest  things  to  pre- 
vent from  going  too  far. 

But  my  real  concern  in  aU  seriousness  is  if  we  have  that  as  a 
central  concern  in  the  back  of  our  minds,  it  is  far  more  likely  that 
we  will  do  too  little  than  too  much. 

Senator  Chafee.  I  could  not  agree  with  you  more.  It  seems  to  me 
that  the  "too  much,  too  soon"  concern  is  a  marvelous  excuse  for 
putting  off  serious  efforts  to  reduce  the  deficit. 

Do  you  believe  that  if  we  get  this  deficit  down  in  dramatic  fash- 
ion that  it  will  result  in  confidence  and  thus  economic  improvement 
in  our  society? 

In  other  words,  I  believe  there  is  a  tremendous  plus  that  comes 
from  getting  these  deficits  down  in  major  fashion.  Am  I  incorrect 
in  that? 

Dr.  Greenspan.  No.  On  the  contrary.  Senator,  that  is  the  main 
purpose  of  this  whole  issue.  It  is  true  that  I  have  largely  empha- 
sized in  my  prepared  remarks  the  dangers  of  the  large  deficit.  And 
there  is  obviously  the  implication  that  if  we  move  it  down  that  we 
will  remove  the  dangers. 

But  you  are  raising  an  important  point  that  there  is  beyond  that 
the  positive  side  because  to  the  extent  that  deficits  C£in  be  removed 
as  a  force  in  our  fiscal  affairs  over  the  long-term,  there  seems  to 
be  very  little  doubt  that  long-term  interest  rates  will  fall,  as,  in- 
deed, they  have  fallen  quite  significantly  in  anticipation  that  a 
goodly  part  of  this  process  will  take  place. 
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But  there  is  obviously  still  a  significant  inflation  premium  em- 
bodied in  long-term  interest  rates. 

And  removing  that  from  our  society  is  really  very  important  be- 
cause what  the  data  do  indicate  increasingly  is  that  the  weight  of 
increase  in  productivity  is  related  to  the  level  of  inflation  and  that 
part  of  the  reason,  I  suspect,  that  productivity  has  been  doing  as 
well  as  it  has  in  the  recent  period  is  largely  that  we  have  brought 
the  rate  of  inflation  down  quite  significantly  during  the  1980's  and 
into  the  early  1990's. 

And  past  history  clearly  indicates  that  there  is  a  quite  significant 
relationship  between  the  level  of  inflation  and  the  rate  of  produc- 
tivity which  is  obviously  the  basis  for  the  growth  in  our  standards 
of  living. 

To  the  extent  that  the  deficit  is  brought  down,  or  if  I  may  even 
dare  to  say  that  we  move  towards  a  surplus,  that  will  remove  a 
very  important  element  of  inflationary  pressures  in  our  economy 
and  foster  a  higher  rate  of  increase  in  productivity  and  in  stand- 
ards of  Uving  than  we  have  experienced  in  the  last  couple  of  dec- 
ades. 

Senator  Chafee.  My  time  is  nearly  up,  but  I  want  to  ask  you  a 
quick  question.  It  seems  to  me  that  this  is  not  just  a  long-range 
thing.  I  mean,  what  every  one  of  the  Senators  in  this  group  beheve 
in,  I  think,  or  are  concerned  about  is  the  high  unemployment  in 
our  Nation. 

It  is  not  inflation  rates  currently.  It  is  not  interest  rates.  It  is  un- 
employment. And  I  believe  and  I  am  asking  whether  you  concur  in 
this  that  if  we  made  a  dramatic  effort  to  reduce  our  deficits  that 
would  result  in  confidence  in  the  American  people  and  businesses, 
that  we  are  really  getting  somewhere,  and  that  the  unemplo3mient 
would  be  reduced  or  employment  increased. 

Is  that  a  fanciful  thought?  And  I  do  not  mean  in  the  long  run 
because  long-term  interest  rates  will  come  down. 

Dr.  Greenspan.  Well,  no.  But  to  the  extent  that  long-term  inter- 
est rates  are  coming  down  in  the  short  run,  that  has  clearly  had 
a  positive  effect  on  the  level  of  economic  activity. 

Now,  while  it  is  certainly  the  case  that  a  surprisingly  dispropor- 
tionate part  of  the  increase  in  gross  domestic  product  is  the  result 
or  reflected  in  increased  productivity  and  a  relatively  small  amount 
in  increased  employment. 

If  we  continue  a  growth  rate  of  GDP  an)rwhere  near  where  we 
currently  are,  it  is  unquestioned,  in  my  judgment,  that  since  we 
cannot  expect  to  continue  running  at  a  3-percent  productivity  rate, 
we  would  be  seeing  a  significant  improvement  in  the  job  picture. 

And  I  certainly  concur  with  those  who  are  concerned  that  a  7- 
percent  unemployment  rate  is  too  high  because  it  is  too  high. 

Senator  Chafee.  Thank  you. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Senator  Chafee. 

Senator  Hatch. 

Senator  Hatch.  Thank  you,  Mr.  Chairman. 

Welcome,  Dr.  Greenspan. 

I  am  interested  in  your  view  of  the  impact  of  the  President's  plan 
on  the  Nation's  savings  rate  and  on  capital  formation. 
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Let  me  use  an  example  to  ask  my  question.  Consider  a  tjT)ical 
family  living  in  Orem,  UT,  earning  about  $40,000  a  year.  Let's  say 
that  the  father  commutes  to  Salt  Lake  City  about  40  miles  away, 
each  day  a  distance  that  puts  a  lot  of  miles  on  his  car. 

The  proposed  BTU  tax  would  significantly  affect  the  family's 
household  expenses  through  the  increased  cost  in  gasoline  and  the 
increased  cost  in  the  prices  of  many  of  the  services  that  they  buy. 

Now,  these  higher  costs,  of  course,  all  things  being  equal,  will 
lower  the  familj^s  discretionary  income. 

In  your  view,  will  the  higher  costs  caused  by  the  tax  increases 
of  the  President's  plan  lead  this  particular  family  to  lower  its  sav- 
ings rate  or  to  decrease  its  consumption  of  other  goods  and  serv- 
ices? 

Dr.  Greenspan.  Well,  as  I  indicated  in  my  prepared  remsirks, 
taxes  have  a  depressive  effect  on  economic  activity  one  way  or  the 
other.  And  clearly,  to  the  extent  that  you  impose  either  income 
taxes,  excise  taxes,  any  form  of  taxes,  it  will  suppress  the  levels  of 
activity. 

The  question  that  we  are  confronted  with  is  the  broader  ques- 
tion— which  is  creating  greater  problems  to  the  underlying  strength 
of  our  economy,  the  deficit  or  the  issue  of  taxation? 

And  it  is  precisely  this  type  of  debate  which  is  currently  begin- 
ning in  the  Congress  and  pretty  much  throughout  the  country  in 
which  I  hope  we  will  find  a  proper  balance  which  will  enable  us 
to  clearly  bring  the  deficit  under  control  and  in  the  process,  not  in- 
duce unintended  side  effects. 

That  is  not  an  easy  task.  And  there  is  no  solution  to  the  deficit 
problem  which  is  easy.  If  this  were  an  easy  problem,  it  would  have 
been  completed  a  long  time  ago. 

Senator  Hatch.  But  if  the  savings  rate  is  reduced — and  you  indi- 
cate maybe  both  of  them  would  be  affected — if  the  savings  rate  is 
reduced,  that  would  have  an  impact  on  the  efforts  to  increase  cap- 
ital? 

Dr.  Greenspan.  However,  to  the  extent  that  is  offset  by  a  fall  in 
long-term  interest  rates,  which  has  occurred  as  a  consequence  of 
the  contemplated  decline  in  deficit.  Very  substantial  negative  ef- 
fects fi*om  that  side  are  clearly  being 

Senator  HATCH.  Sure.  But  on  the  other  hand,  if  the  consumption 
is  lowered,  of  course,  that  could  lead  to  reduced  economic  activity 
and  possibly  job  losses. 

I  mean,  either  way,  it  seems  to  me,  that  you  have  made  the  point 
that  increased  t£ixes  have  a  price? 

Dr.  Greenspan.  No.  Increased  taxes  have  a  price.  However,  I  be- 
lieve, you  should  also  look  at  the  total  picture.  What  I  do  not  wish 
to  say  at  this  point,  because  I  do  not  think  it  is  true,  is  that  in  the 
most  immediate  period  that  the  decline  in  long-term  interest  rates 
is  having  a  negligible  effect  on  the  country.  I  think  it  is  having  a 
significEint  effect  of  a  positive  nature. 

Senator  Hatch.  With  regard  to  the  balanced  budget  amendment 
and  the  reason  you  do  not  support  it,  primarily  is  it  that  you  do 
not  think  it  is  enforceable? 

Dr.  Greenspan.  That  is  correct. 

Senator  Hatch.  If  you  had  an  amendment  that  required  a  60- 
percent  vote  to  increase  tsixes  or  to  increase  the  deficit— — 
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Dr.  Greenspan.  No.  Increase  spending. 

Senator  HATCH.  You  would  suggest  a  constitutional  amendment 
or  even  a  legislative  provision  that  stipulates  that  all  revenue  and 
expenditure  initiatives  require  super  majorities,  for  example,  60 
percent. 

If  you  have  that,  how  are  you  going  to  enforce  that? 

Dr.  Greenspan.  Well,  I  think  it  is  much  easier  to  enforce  that 
because  you  are  enforcing  it  right  at  the  point  in  which  the  actual 
actions  are  taken. 

In  other  words,  if,  for  example,  there  were  a  constitutional 
amendment,  then,  in  effect,  a  spending  bill  would  not  pass  unless 
it  had  the  60  percent  or  more. 

Senator  Hatch.  But  let  me  tell  you  about  the  practicalities  of 
that.  A  lot  of  members  of  Congress  would  like  to  have  a  60-percent 
super  majority  to  increase  the  deficit  and  a  60-percent  super  major- 
ity to  increase  taxes  or  revenues.  And  they  know  they  cannot  get 
that. 

So  the  constitutional  amendment  as  written  provides  for  60  per- 
cent to  increase  the  deficit,  and  a  constitutional  majority,  at  least 
51  Senators  in  the  Senate  and  at  least  218  members  of  the  House 
to  increase  revenues  or  taxes. 

What  I  am  saying  is  that  first  of  all,  you  can  never  get  to  your 
position  because  you  could  not  get  enough  votes  to  pass  a  constitu- 
tional amendment  that  would  require  a  super  majority  with  regard 
to  tax  increases. 

We  do  not  have  many  tax  bills  around  here  that  passed  by  51 
votes.  They  are  generally  very  close  battles.  Nor  are  we  going  to 
have  it.  There  is  always  going  to  be  a  very  tough  battle  on  tax  in- 
creases. 

So  I  think  what  I  am  pointing  out  is  that  in  both  instances,  it 
is  going  to  take  political  will  and  it  is  going  to  take  political  power 
of  the  people  to  enforce  whatever  constitutional  amendment  you 
have. 

Just  like  Senator  Packwood  indicated  in  the  Jackson  illustration, 
you  are  going  to  have  to  have  the  will  of  the  people  to  enforce  the 
constitution.  And  poHtically,  that  is  the  only  way  it  is  ever  going 
to  happen. 

Even  if  you  wrote  enforcement  language  in,  I  do  no  think  it 
will 

Dr.  Greenspan.  No.  I  would  not  disagree  with  that,  Senator.  My 
main  technical  concern  really  rests  on  the  issue  of  a  balanced  budg- 
et amendment  reflecting  the  point  of  outlays  as  distinct  fi-om  au- 
thorizations. It  is  the  timing  question  that  I  have 

Senator  Hatch.  Well,  I  agree  with  that. 

Senator  Packwood.  Senator  Wallop. 

The  chairman  asked  me  to  inform  you  that  for  the  hearing,  the 
order  is  Wallop,  Conrad,  Danforth,  Grassley,  Bradley,  Daschle,  and 
Breaux. 

Senator  Wallop.  Thank  you,  Mr.  Chairman. 

Chairman  Greenspeui,  let  me  compliment  you  on  the  paper  that 
you  presented  us  this  morning.  I  think  it  is  a  very  lucid  warning 
of  the  structural  problems  that  face  us. 

One  of  the  things  that  strikes  me  in  reading  it  is  your  comments 
on  the  increasing  willingness  to  commit  long  term. 
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Would  you  care  to  render  any  judgment  to  the  committee  as  to 
what  sorts  of  reasons  may  exist  in  the  marketplace  that,  when  the 
economy  is  growing  as  well  as  it  has,  the  players  seem  unwilhng 
to  commit  to  new  employment,  and  why  overtime  is  at  its  highest 
rate  ever? 

Dr.  Greenspan.  Well,  if  one  surveys  employers,  what  the  evi- 
dence tells  you  basically  is,  one,  that  the  average  work  week,  espe- 
cially in  manufacturing  is  up  very  significantly  at  very  high  levels 
and  in  certain  places  is  straining  the  productive  employment  force. 

We  also  have  a  very  substantial  increase  in  temporary  employ- 
ees, that  is 

Senator  Wallop.  Could  this  be  because  of  anything  that  we  are 
doing  to  the  work  place  as  far  as  working  requirements? 

Dr.  Greenspan.  Well,  the  employers  have  argued  over  the  years 
that  the  cost  of  bringing  on  permanent  employment  is  getting  in- 
creasingly more  onerous  and  what  that  then  tends  to  do  is  to  create 
incentives  to  avoid  bringing  on  permanent  employment. 

And  a  goodly  part  of  that  obviously  is  in  the  health  care  costs 
area,  but  it  is  in  workman's  compensation.  It  is  in  a  number  of 
other  mandated  issues.  What  happens  when  you  do  that  is  create 
a  disincentive  for  full-time  permanent  employment  which  is  a 
major  problem. 

Senator  Wallop.  I  agree  that  it  is  a  major  problem.  You  have 
correctly  stated  in  my  way  of  thinking  that  all  taxes  have  a  de- 
pressing effect  on  economic  activity. 

Can  any  taxes  have  a  depressing  effect  on  government  activity? 

In  other  words,  if  we  were  to  shift  to  a  consumption  tax  so  that 
people  were  readily  aware  of  how  much  they  were  paying  to  func- 
tion and  for  their  government  to  function,  would  that  have  a  de- 
pressing effect  on  government  activity? 

Dr.  Greenspan.  I  really  do  not  know  the  answer  to  that.  It  is 
clear  that  as  all  surveys  indicate  and,  indeed,  as  periodic  election 
analyses  indicate  there  is  a  very  strong  reaction  against  increasing 
taxation  by  the  American  public. 

I  do  not  think  that  there  is  any  deficit  in  concern,  if  I  may  say, 
about  tsDces  in  this  country. 

Senator  Wallop.  Lastly,  you  have  said  that  you  would  eschew 
comments  on  specifics.  And  I  respect  that.  I  will  not  ask  you,  there- 
fore, to  respond  to  what  I  am  about  to  say. 

But  I  would  just  say  that  your  comment  on  the  specifics  of  the 
program  in  front  of  us,  is  a  significant  warning,  if  not  a  condemna- 
tion, of  it.  And  you  correctly  noted  that  structural  deficits  begin  to 
rise  again  in  1997. 

Those  of  us  who  look  at  this  program  see  record  new  taxes  with 
only  a  $7  billion  net  savings  after  5  years.  We  see  record  new 
spending. 

If  it  all  works,  what  we  have  is  the  genuine  case  of  smoke  and 
clearing  that  was  stated  in  the  newspaper,  and  that  some  of  us  be- 
lieve to  be  the  handmaiden  of  the  new  administration. 

The  Washington  Post  has  asked  all  these  people  how  they  are 
going  to  achieve  these  mystical  administrative  savings.  And  they 
cannot  identify  them. 
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We  have  a  new  minimum  wage  coming  on,  which  refers  back  to 
my  first  question,  which  will  make  it  increasingly  difficult  for  peo- 
ple to  enter  the  work  place. 

We  have  new  labor  requirements  in  place  and  more  coming.  And 
then,  as  if  that  were  not  enough,  we  have  new  taxes  that  will  be 
necessary  to  pay  for  health  care  reform. 

And  it  just  strikes  me  that  if  the  deficit  begins  to  rise  again  in 
1997,  as  you  say  and  as  their  program  says,  we  have  a  serious 
problem  we  will  have  raised  taxes  significantly  and  will  have,  by 
the  time  this  is  all  done,  tried  to  deal  with  the  rest  of  the  warnings 
contained  in  your  paper. 

I  hope  the  committee  has  heard  your  comments.  I  very  much  ap- 
preciate your  testifying  before  us  today. 

Dr.  Greenspan.  Thank  you. 

Senator  Wallop.  Thank  you. 

Senator  Packwood.  Mr.  Chairman,  let  me  just  ask  you  a  couple 
more  questions  until  the  chairman  comes  back. 

What  you  said  earlier  is  very  important.  These  charts  that  you 
have  have  been  given  to  other  witnesses  coming  on  in  the  next  few 
days. 

And  the  chairman  and  I  have  defined  these  hearings  to  find  out 
whether  or  not  it  is  desirable  that  we  increase  our  spending  and 
taxes  as  a  percentage  of  the  gross  national  product,  as  other  coun- 
tries have  done  throughout  the  world. 

Some  of  the  witnesses  will  testify,  yes,  we  should,  that  that 
would  be  a  good  thing  if  we  taxed  more  at  the  rate  of  France  or 
Italy  or  Canada  than  we  do  now  and  spend  more. 

They  would  put  that  spending  into  the  essential  category.  And 
we  should  tax  and  spend.  I  assume  they  say  taxes  rather  than  defi- 
cits. 

But  I  want  to  come  back  again  to  your  answer.  Do  you  think  it 
would  be  personally  unwise  for  us  to  be  moving  toward  that  40-per- 
cent level  of  taxing  and  spending? 

Dr.  Greenspan.  Senator,  I  am  saying  that  over  the  years,  I  have 
exhibited  before  this  committee  and  other  committees  of  the  Con- 
gress a  desire  for  lower  levels  of  spending,  lower  levels  of  taxation, 
lower  levels  of  debt.  That  is  my  own  personal  inclination. 

If  you  are  asking  me  as  an  economist,  is  there  significant  evi- 
dence that  within  narrow  ranges  that  economic  growth  is  signifi- 
cantly altered  by  small  changes  in  the  extent  of  government  as  a 
percent  of  the  GDP,  the  answer  is  it  is  very  difficult  to  find.  Obvi- 
ously, when  you  get  into  some  of  the  higher  levels,  it  is  very  clear. 

Senator  Packwood.  So  it  is  obvious  then? 

Dr.  Greenspan.  But  it  is  not  all  that  easy  to  find  in  the  data. 

Senator  Packwood.  No.  It  is  not  all  that  easy  to  find  if  you  go 
from  spending  31  percent  of  the  GNP  to  31.5  and  then  to  32.  It  is 
not  so  hard  to  find  if  you  go  from  30  to  60. 

Dr.  Greenspan.  I  would  certainly  agree  with  that. 

Senator  Packwood.  And  I  am  not  asking  you  to  make  the  argu- 
ment. I  will  make  the  argument  that  President  Clinton's  budget  is 
going  to  push  us  in  terms  of  spending  and  taxes  towards  the  higher 
percentage  of  the  GNP  in  both  areas. 

I  am  not  asking  you  to  even  comment  on  that.  I  will  make  that 
case  as  we  go  edong.  But  I  will  try  to  make  the  case. 
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And  if  the  chairman  were  here,  I  think,  I  would  ask  unanimous 
consent  to  have  these  charts  that  I  sent  to  you  put  in  immediately 
before  and  immediately  after  your  testimony  so  that  when  people 
read  it,  they  will  know  what  we  are  referring  to  in  the  charts. 

[The  charts  appear  in  the  appendix.] 

Senator  Packwood.  Thank  you,  Mr.  Chairman,  I  appreciate  that. 

[Laughter.] 

I  will  tell  you  a  quick  aside.  And  then,  I  will  go  and  vote.  I  told 
the  chairman's  Chief  of  Staff.  One  time,  he  and  I  were  testifying 
before  the  Judiciary  Committee,  I  think,  on  tuition  tax  credits.  And 
they  did  not  like  it. 

And  there  was  a  vote.  And  he  and  I  went  to  vote.  And  we  came 
back.  And  this  is  the  Judiciary  Committee.  We  came  back.  And  the 
committee  did  not  come  back  and  did  not  come  back  and  did  not 
come  back. 

And  finally,  I  had  to  assume  the  chair  and  call  the  committee  to 
order.  And  I  testified.  And  when  the  Judiciary  Committee  came 
back,  they  were  somewhat  irate.  I  cannot  understand  why. 

But  at  the  moment,  I  think,  I  will  now  go  and  vote.  And  the 
chairman  is  back. 

The  Chairman.  Thank  you,  sir. 

Senator  Bradley, 

Senator  Bradley.  Thank  you  very  much,  Mr.  Chairman. 

There  are  some  advantages  to  votes.  You  jump  out  of  order  and 
have  a  chance. 

Dr.  Greenspan,  in  your  comments,  you  made  a  point  about  the 
world  that  you  would  create.  There  would  be  less  taxes  as  opposed 
to  more.  You  stated  that  the  taxes  are  a  problem  for  the  economy 
and  for  growth  £uid  investment. 

What  is  worse,  the  deficit  or  taxes? 

Dr.  Greenspan.  As  I  put  it  in  my  comment  that  how  one  gets 
this  deficit  down  is  very  important.  That  is  the  tax  part.  In  other 
words,  I  do  not  like  taxation.  I  think  it  is  an  inhibition  to  the  sys- 
tem. But  I  Uke  deficits  less  because  I  think  they  are  a  far  more  cor- 
rosive force. 

And  my  view  obviously  and  as  I  have  indicated  before  other  com- 
mittees is  that  in  principle,  obviously,  I  would  be  forced  to  argue 
that  I  would  prefer  all  of  the  deficit  to  be  brought  down  on  the  ex- 
penditure side. 

But  we  do  have  political  processes  in  this  country.  And  this  is 
what  in  a  sense  democracy  is  all  about.  There  are  value  pref- 
erences, and  pontics  in  the  best  sense  of  the  word  creates  budgets 
and  creates  the  allocation  of  resources  as  government  affects  them. 

And  if  you  are  asking  for  my  priorities,  I  would  merely  say  that 
unless  we  resolve  the  deficit  problem,  we  are  in  very  serious  long- 
term  trouble. 

Senator  Bradley.  So  you  would  draw  a  distinction  between  taxes 
for  spending  and  taxes  dedicated  to  deficit  reduction? 

Dr.  Greenspan.  I  certainly  would,  yes. 

The  Chairman.  Could  I  just  interrupt  to  say  that  was  the  thrust 
of  my  first  question  to  you,  that  your  statement  of  increases  in 
taxes  could  only  be  justified  to  finance  expenditures  that  are 
deemed  essential.  Reducing  the  deficit  is  a  legitimate  concern. 

Dr.  Greenspan.  Oh,  indeed.  Yes. 
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The  Chairman.  Yes. 

Dr.  Greenspan.  In  this  particular  context,  as  I  said  to  you 

The  Chairman.  That  is  what  we  are  going  to  be  tiying  to  do 
here. 

Dr.  Greenspan.  Yes. 

Senator  Bradley.  On  the  spending  side  of  the  budget,  would  you 
draw  a  distinction  between  spending  that  could  be  termed  invest- 
ment versus  spending  that  could  be  termed  consumption? 

Dr.  Greenspan.  I  would  be  not  inclined  to  do  that  as  much  as 
most  people  do,  Senator.  I  do  not  deny  that  there  are  certain  ele- 
ments that  governments  do  which  improve  the  productivity  of  the 
society  and  theoretically,  in  that  respect,  are  appropriately  cat- 
egorized as  investment. 

But  the  financial  markets  do  not  make  that  distinction.  What 
they  are  interested  in  is  what  is  government  borrowing,  what  is  ex- 
penditure, and  what  are  receipts  and  what  that  expenditure  is  on 
does  not  affect  the  fact  that  the  Federal  debt  to  the  public  in- 
creases. And  that  is  where  the  interest  rate  effects  are. 

We  do  not  have  self-amortizing  t5rpes  of  investments  in  govern- 
ment, except  in  very  limited  circumstances.  And  it  is  only  there 
where  the  analogy  to  the  private  sector  is  really  appropriate. 

I  am  concerned  that  the  notion  of  how  one  looks  at  the  budget 
leads  one  to  conclude  that  if  they  are  true  investments,  we  should 
have  a  capital  account  and  an  operating  account. 

I  would  argue  very  strenuously  against  that  on  the  grounds  that 
the  financial  markets  do  not  make  that  distinction. 

And  to  the  extent  that  we  at  the  central  bank  are  concerned 
about  the  financial  system,  it  is  aggregate  deficit  irrespective  of 
how  it  is  determined  which  is  relevant. 

Senator  Bradley.  Are  you  troubled  by  the  claims  that  future 
pensions  have  on  our  gross  national  product  and  their  present  un- 
funded state? 

And  what  would  be  your  rough  sense  of  their  potential  impact  on 
economic  growth? 

Dr.  Greenspan.  Well,  I  do  think — if  you  are  asking  me  about  the 
Pension  Benefit  Guaranty  Corporation. 

Senator  Bradley.  Not  only  that,  but  that  is  the  narrower  issue. 
The  broader  question. 

Dr.  Greenspan.  Yes.  As  you  know,  as  a  consequence  of  the  de- 
gree of  funding  in  some  areas,  there  has  been  a  shift  towards  de- 
fined contribution  programs  as  distinct  from  the  defined  benefit 
ones.  And  that  obviously  technically  resolves  that  particular  ques- 
tion. 

Senator  Bradley.  But  my  point  is  that  at  some  point  in  the  fu- 
ture, there  will  be  a  resd  drag  on  the  economy  in  order  to  fund  all 
the  pensions  that  more  or  less  have  been  promised. 

Dr.  Greenspan.  No. 

Senator  Bradley.  Whether  that  is  Social  Security  on  the  one 
hand  or  whether  that  is  private  pension  on  the  other  hand. 

Dr.  Greenspan.  Oh,  I  gim  sorry.  I  thought  you  were  referring 
solely  to  the  private  sector  question. 

Essentially  retirees  are  paid  in  real  terms  out  of  the  then  current 
product.  The  issues  of  pensions  and  the  issue  of  how  one  funds 
them  is  really  a  means  by  which  we  use  our  financial  system  to  in- 
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vest  in,  to  move  consumption  into  savings  and  investment,  into  pro- 
ductive assets  which  produce  the  real  goods  and  services  which  the 
pension  beneficiary  would  require  in  the  out  years. 

So  I  would  say  that  what  is  crucial  to  this  question  is  an  evalua- 
tion as  to  whether,  in  fact,  the  rate  of  growth  and  productivity  in 
the  society  overall  is  going  to  be  adequate  to  fund  a  significant  in- 
crease in  the  number  of  retirees  relative  to  working  people  as  we 
move  into  the  21st  century. 

Senator  Bradley.  Mr.  Chairman,  can  I  just  ask  a  question?  It 
will  be  a  yes  or  no  answer. 

The  Chairman.  Yes.  I  interrupted  you. 

Senator  Bradley.  Do  you  support  the  line  item  veto  applied  to 
spending  and  to  tax  expenditures? 

Dr.  Greenspan.  I  would  be  inclined  to 

The  Chairman.  Maybe  the  chairman  could  say  just  yes  or  no  or 
a  sentence  or  so.  A  paragraph,  I  welcome. 

Dr.  Greenspan.  I  will  merely  say,  in  the  past,  I  have  been  in- 
clined in  that  direction,  but  I  have  never  considered  it  a  major 
issue  one  way  or  the  other. 

Senator  Bradley.  As  the  chairman  has 

Dr.  Greenspan.  I  think  that  serves  both  of  our  purposes,  Mr. 
Chairman. 

The  Chairman.  Thank  you.  Senator  Bradley. 

Senator  Conrad. 

Senator  Conrad.  Thank  you,  Mr.  Chairman. 

Welcome,  Dr.  Greenspan. 

The  President  has  put  before  us  a  package  of  deficit  reductions 
over  5  years  of  approximately  $500  billion.  At  least  that  is  the  size 
of  the  package  modified  by  the  relevant  budget  committees  on  the 
House  and  the  Senate  sides.  We  are  still  adding  $1  trillion  to  the 
national  debt  over  that  5-year  period. 

While  it  is  true  that  we  are  reducing  the  percentage  of  GDP 
going  to  spending  and  increasing  it  for  revenue,  in  other  words,  we 
are  closing  that  gap,  it  is  still  the  case  that  a  gap  will  remain. 

Some  are  saying,  in  fact,  many  are  saying  we  should  not  do  more 
deficit  reduction.  They  assert  to  do  more  would  weaken  the  econ- 
omy. 

The  question  that  I  have  for  you  is,  is  that  your  view?  Do  you 
believe  that  $500  biUion  worth  of  deficit  reduction  over  5  years  is 
about  as  much  as  we  should  do? 

What  would  happen  if  we  did  twice  as  much?  What  would  hap- 
pen if  we  did  $1  trilUon  of  deficit  reduction  over  5  years?  Would 
there  be  enough  of  an  interest  rate  response  to  offset  the  fiscal 
drag  that  would  occur? 

Dr.  Greenspan.  The  key  to  that,  Senator,  probably  is  directed 
more,  not  at  the  next  5  years,  but  at  the  5  and  10  years  thereafter 
because  what  has  been  holding  long-term  interest  rates — 10  year, 
15  year,  30  year  issues — up,  in  my  judgment,  is  the  concern  in  the 
financial  markets  that  no  matter  what  we  do  in  the  short  term,  the 
deficit  will  start  to  move  up  after  1996  and  that  it  has  a  self-cumu- 
lative aspect  after  that  point. 

And  as  a  consequence,  the  inflationary  implications  that  are  out 
30  years  from  now  are  driving  that  long-term  interest  rate  level. 
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So  it  is  not  so  much  what  we  cut  in  addition  in  the  period  imme- 
diately ahead,  it  is  what  we  cut  in  a  manner  which  reduces  the 
current  services  expenditure  growth  adjusted  for  that  add-on  I  put 
in  my  official  earlier  remarks. 

.  It  is  what  that  rate  of  increase  is  because  unless  it  is  brought 
down  to  a  rate  which  converges  with  the  growth  in  incomes,  we 
will  not  eliminate  this  deficit. 

But  if  we  can  find  a  means  by  putting  in  law  today  or  next  year 
or  in  3  years  at  the  latest,  a  means  by  which  we  take  current  serv- 
ices outlays  on  a  much  lower  path,  that  would  do  more  than  any- 
thing I  know  of  to  bring  the  inflation  premium  embodied  in  these 
long-term  interest  rates  down  very  significantly. 

Senator  Conrad.  Well,  let  me  ask  you  this.  I  am  not  sure  I  got 
an  answer  to  the  question  of  could  we  do  more  in  terms  of  5 
years — we  are  on  a  5-year  plan  basis. 

We  understand  that  on  an  even  longer  term  basis,  you  have 
those  Social  Security  surpluses  turning  fi"om  surpluses  to  deficits 
when  we  get  to  about  2017. 

So  you  have  a  window  of  opportunity  here  to  do  something  about 
this  structural  deficit.  And  the  question  that  I  have  is,  could  we  do 
more?  Should  we  do  more  in  the  5-year  plan  of  deficit  reduction? 
Would  it  have  an  adverse  economic  impact  as  some  assert? 

Dr.  Greenspan.  As  I  indicated  earlier,  Senator,  my  own  inclina- 
tions are  to  try  to  do  more.  I  am  not  certain  that  one  would  find 
that  easily  done  in  the  Congress. 

But  clearly  saying  that  we  bring  the  level  of  the  deficit  down  to 
$200  billion  4  or  5  years  out,  that  is  not  a  significant  degree  of,  I 
would  say,  pressure  on  the  economy. 

I  think  we  can  do  considerably  more  without  inducing  a  major 
problem  in  the  economy  provided  that  concurrent  with  doing  that, 
we  are  resolving  this  longer  term  problem  because  under  those  con- 
ditions, long-term  interest  rates  would  fall  much  further  than  from 
where  they  are  today  and  in  that  respect,  cushion  to  a  very  large 
extent  the  fiscal  drag  which  would  occur  as  a  consequence. 

Senator  Conrad.  Let  me  just  as  you  very  quickly  because  people 
are  saying,  we've  gotten  about  as  much  interest  rate  benefit  as  we 
can  get  from  deficit  reduction,  that  is  if  we  did  more  deficit  reduc- 
tion, we  would  not  get  much  more  interest  rate  reduction.  What  is 
your  view  of  that? 

Dr.  Greenspan.  I  would  say  it  depends  in  large  part  where  it  is. 
I  would  argue  strenuously  that  merely  reducing  the  next  5  years 
without  addressing  the  period  thereafter  is  not  going  to  have  the 
type  of  permanent  effects  that  we  need. 

Senator  Conrad.  I  thank  the  chairman. 

The  Chairman.  Thank  you.  Senator  Conrad. 

If  I  could  just  say  this  question  of  the  rates  at  which  expendi- 
tures grow  is  one  you  raise  sort  of  a  technical  issue  about  in  terms 
of  the  current  service  approach. 

I  think  the  committee  will  want  to  explore  that  and  see  whether 
there  is  an  alternative  that  we  can  envision.  And  we  thank  you  for 
it. 

Senator  Grassley,  you  are  very  patient.  Sir. 

Senator  Grassley.  Thank  you,  Mr.  Chairman. 
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I  appreciate  very  much  your  statement.  I  want  to  ask  a  question 
on  how  we  ought  to  read  this  bond  market. 

Administration  officials  and  even  members  of  this  committee 
have  said  over  and  over  that  the  bond  market's  dechning  interest 
rates  mean  that  the  market  has  confidence  in  the  President's  eco-r 
nomic  program. 

And  then,  on  the  other  hand,  I  have  heard  bond  experts  say  that 
they  are  actually  in  a  no  lose  situation,  that  they  are  betting  that 
either  the  plan  succeeds  and  the  deficit  will  be  cut  or  the  plan  fails 
and  we  fall  back  into  a  recession. 

So  isn't  it  true  that [Laughter.] 

Well,  that  is  what  they  are  saying. 

The  Chairman.  That  is  crazy.  It  is  a  great  way  to  make  a  living. 
[Laughter.] 

Senator  Grassley.  So  isn't  it  true  that  the  bond  market  is  not 
a  very  clear  or  decisive  indicator  of  confidence  in  the  President's 
plan? 

Dr.  Greenspan.  I  am  not  sure  that  one  can  argue  that  it  is  a  re- 
flection of  the  President's  plan  or  anything  specific,  but  I  do  think 
that  what  clearly  comes  forward  in  the  data — when  one 
disaggregates  the  structure  of  long-term  interest  rates — is  what  the 
markets  are  presuming  is  that  there  will  be  significant  deficit  re- 
duction, whereas  previously,  they  did  not  believe  that.  The  evi- 
dence basically  occurs  when  one  unbundles  the  long-term  interest 
rate. 

In  other  words,  we  have  the  capabiUty  of  taking  a  30-year  bond, 
which  is  the  key  bond  in  the  long  end  of  the  market,  and 
disaggregating  it  into  the  parts  which  are  short  term,  intermediate 
term,  and  long  term. 

Very  specifically,  what  we  can  do  is  algebraically  make  it  the 
equivalent  of  1  yesu-  maturities  5  years  out,  10  years  out,  15  years 
out,  and  30  years  out. 

The  reason  why  that  is  important  is  that  it  enables  you  to  know 
where  the  decline  in  long-term  interest  rates  are  coming  from. 

Up  until  very  late  last  yegir,  virtually  all  of  the  dechnes  in  long- 
term  rates  were  occurring  because  short-term  2ind  intermediate- 
term  implied  forward  rates  were  coming  down.  And  they  are  part 
of  the  total  determination  of  long-term  interest  rates. 

Since  late  last  year,  we  have  finally  seen  declines  in  the  more 
distant  implied  forward  rates — specifically,  for  ex£imple,  the  im- 
plied forward  rate  on  a  1-year  Treasury  10  years  out. 

This  is  indicative  of  the  fact  that  the  market  is  presumably  be- 
ginning to  anticipate  that  inflation  will  be  lower  over  the  longer 
run,  not  just  in  the  next  few  years. 

So  it  strikes  me  that  irrespective  of  how  one  reads  this  particular 
market,  the  stronger  evidence  does  indicate  that  for  whatever  rea- 
sons, the  markets  expect  that  the  budget  deficit  over  the  long  run 
will  be  constrained. 

If  there  was  a  strong  argument  that  the  economy  was  going  to 
come  down,  then,  I  have  difficulty  in  knowing  why  the  level  of  long- 
term  interest  rates  was  not  much  lower  a  year  and  a  half  ago  when 
the  short-term  economic  outlook  was  far  worse. 
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So  I  am  inclined  to  read  into  the  market,  a  view  that,  for  what- 
ever reasons,  at  the  end  of  this  process,  that  deficits  will  be  under 
greater  control  than  they  have  been. 

Senator  Grassley.  Well,  you  just  said  unless  the  plan  reduces 
the  deficit  beyond  5  years,  that  interest  rates  will  not  be  reduced. 

The  President's  plan  does  not  go  beyond  those  5  years. 

Dr.  Greenspan.  Well,  Senator,  that  is  correct.  What  I  was  refer- 
ring to  is  that  in  explaining  the  most  recent  decline  in  long-term 
rates  as  distinct  fi-om  bringing  them  down  to  where  the  long-term 
inflation  expectations  would  have  been  essentially  purged  from  the 
bond  market,  that  is  clearly  not  the  case. 

We  are  still,  even  at  today's  rates,  showing  a  fairly  significant  in- 
flation expectation  embodied  in  those  rates. 

Senator  GRASSLEY.  So  it  sounds  to  me  like  you  are  saying  that 
the  plan  will  not  bring  down  long-term  interest  rates. 

Dr.  Greenspan.  Well,  I  am  saying  that  unless  the  issue  of  the 
post- 1996  problems  are  successfully  addressed,  that  it  will  be  very 
difficult  to  purge  the  inflation  expectations  that  still  exist  in  the 
system. 

Senator  Grassley.  And  they  are  not  addressed  in  this  plan. 

Dr.  Greenspan.  They  are  not. 

Senator  Grassley.  One  of  the  main  purposes  of  the  President's 
stimulus  package  is  to  create  jobs.  Now,  as  I  see  it  the  problem  is 
these  jobs  are  going  to  be  government-created  jobs. 

And  the  GAO  has  pretty  clearly  concluded  that  a  stimulus  pack- 
age, that  similar  packages  in  the  past  have  not  worked. 

Would  you  agree  that  these  kinds  of  short-term  temporary  gov- 
ernment jobs  have  httle  impact  on  our  long-term  economy? 

Dr.  Greenspan.  Senator,  I  have  said  at  the  beginning,  I  am 
going  to  eschew  commenting  on  any  particular  aspects  of  any  of  the 
programs  which  are  before  the  Congress  on  the  grounds  that  we  at 
the  Federal  Reserve  as  central  bankers  have  said  that  our  concern 
is  the  deficit  and  the  financial  system. 

And  we  do  not  beUeve  that  we  should  be  commenting,  and  hope- 
fully have  not,  on  a  lot  of  the  specifics  that  are  coming  before  the 
Congress. 

Senator  Grassley.  Now,  Mr.  Chairman.  I  am  done,  but  I  do 
want  his  comment  on  the  title  of  the  hearing.  The  title  of  the  hear- 
ing is  to  hear  Chairman  Greenspan  on  the  Administration's  Eco- 
nomic Proposal. 

The  Chairman.  Senator. 

Senator  Grassley.  And  so  if  we  cannot  have  Chairman  Green- 
span make  some  very  specific  comments,  we — if  it  is  okay  for  him 
to  be  touted  in  the  press  as  sending  some  sort  of  a  message  because 
he  sits  beside  Hillary  Clinton. 

And  that  is  supposed  to  be  an  endorsement  of  the  plan.  It  seems 
to  me  that  we  ought  to  be  able  to  get  some  definite  comments. 

The  Chairman.  Senator,  I  have  to  insist.  The  title  was  chosen  by 
the  chairman,  obviously  inadvisably.  If  I  cannot  hear  Chairman 
Greenspan  on  specifics,  I  would  very  much,  as  a  second  choice, 
hear  him  on  generalities.  [Laughter.] 

And  thank  you. 

Senator  Grassley.  I  sure  did  like  his  opening  statements.  I  want 
to  make  that  clear. 
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The  Chairman.  There  you  are.  Now,  you  see,  you  are  already 
cheerful.  [Laughter.] 

Senator  Daschle. 

Senator  DASCHLE.  Thank  you,  Mr.  Chairman. 

Dr.  Greenspan,  I  think  you  have  been  very  clear  with  your  posi- 
tion on  the  effect  of  the  Federal  budget  deficit  on  the  economy. 

I  am  unclear  as  to  how  you  view  other  deficits  and  their  effect 
on  the  economy.  I  am  told  that  total  debt  is  calculated  with  ref- 
erence to  GDP  and  is  about  55  percent  business  debt. 

In  the  aggregate,  it  may  be  as  much  as  60  percent.  Consumer 
debt  according  to  recent  figures  is  66,  67  percent. 

To  what  degree  do  those  debts  have  the  same  negative  effects  on 
the  economy  that  the  Federal  budget  deficit  has? 

Dr.  Greenspan.  Senator,  I  was  commenting  largely  on  the  deficit 
as  distinct  from  the  level  of  debt  for  a  very  good  reason. 

The  deficit  has  a  very  immediate  effect  on  the  supply  and  de- 
mand for  funds  in  the  system  and  has  some  extraordinary  impacts 
on  the  private  sector. 

The  level  of  the  debt  has  other  types  of  effects  which  £ire  longer 
term.  Obviously,  it  does  affect  interest  payments  as  part  of  the 
budget.  So  it  is  not  an  irrelevant  consideration. 

But  the  size  of  debt  per  se  is  a  lesser  concern  of  mine  at  the  mo- 
ment than  the  fact  that  the  deficit,  the  rate  of  increase  in  the  debt 
is,  I  think,  creating  potentially  unmanageable  rises  as  we  move 
into  the  21st  century. 

But  it  is  also  the  case,  as  you  point  out,  that  the  levels  of  private 
debt  are  high.  And  they  still  are  high  having  built  up  rather  sig- 
nificantly during  the  1980's. 

Fortunately,  there  has  been  some  marked  reduction  in  debt  serv- 
ice burden,  both  in  the  household  and  in  the  business  sector  in  the 
sense  that  because  interest  rates  have  come  down,  the  percent  of 
household  cash  flow  which  is  devoted  to  both  mortgage  and 
consumer  purchases  is  down,  as,  indeed,  in  the  corporate  sector  it 
is  down,  even  though  the  levels  of  debt  are  still  high  and  have 
come  down  only  modestly. 

Senator  Daschle.  Well,  I  guess  my  question  is,  to  what  degree 
can  one  look  comparatively  at  deficits  or  debt  in  the  public  sector 
as  well  as  the  private  sector  and  come  to  some  conclusion  about 
their  ramifications  within  the  economy? 

I  understand  your  point  about  the  differences  in  the  immediate 
term  with  regard  to  deficits  as  opposed  to  aggregate  debt. 

But  let's  put  that  question  aside  and  just  look  at  the  relative  con- 
sequences of  deficit  practices  in  the  public  sector  versus  the  private 
sector.  Do  they  have  the  same  connotations  within  the  economy? 

Dr.  Greenspan.  No.  They  actually  do  two  different  types  of 
things. 

In  the  private  sector,  when  we  create  debt,  it  is  usually  to  create 
producing  assets  which  enhance  productivity  so  that  in  a  sense, 
debts  usually  are  matched  with  growth  in  the  level  of  assets  and 
to  a  large  extent,  producing  assets  which  is  essentially  the  mecha- 
nism by  which  productivity  growth  and  standards  of  living  grow. 

That  is  obviously  not  the  case  in  the  Federal  sector,  even  though 
there  is  a  dispute  with  respect  to  the  question  of  how  much  of  the 
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Federal  outlays  have  the  investment  characteristics  which  improve 
productivity  the  way  the  private  sector  debt  does. 

In  an  eariier  discussion  I  mentioned  to  Senator  Bradley  that  I 
was  a  little  bit  concerned  that  we  would  push  the  issue  of  invest- 
ments in  the  public  sector  to  a  point  where  we  would  then  look  at 
them  in  a  similar  manner  as  in  the  private  sector  and  have  a  sepa- 
rate capital  account  and  an  operating  account  in  the  Federal  budg- 
et, which  would  not  be  appropriate  because  the  markets  view  the 
total  borrowing  requirements  of  the  Federal  Government  as  the 
crucial  issue. 

And  in  that  regard,  we  have  very  little  in  the  way  of  income  pro- 
ducing assets  which  are  created  as  a  consequence  of  Federsd  debt 
financing. 

So  in  that  respect,  I  would  say  that  there  are  really  quite  sub- 
stantial differences  in  that  regard  between  private  debts,  on  the 
one  hand,  to  a  large  extent  asset  producing,  productivity  producing 
assets,  and  government  debt. 

Senator  DASCHLE.  I  am  curious  about  that.  And  I  guess  I  am  just 
about  out  of  time.  It  would  seem  to  me  that  investments  in  the 
pubHc  sector  for  housing  and  other  infrastructure  purposes  have  a 
very  tangible  effect  on  productivity  in  much  the  same  way  that 
business  investments  do. 

Dr.  Greenspan.  That  is  true  of  a  lot  of  public  investments.  There 
is  no  doubt,  for  example,  that  highways  have  a  significant  impact. 
And  as  you  say,  homes  are  indistinguishable  from 

Senator  Daschle.  Let  me  just 

Dr.  Greenspan.  The  crucial  question,  however,  gets  to  whether 
they  are  cash-income  producing  as  distinct  ft-om  indirectly  improv- 
ing the  productivity  of  the  society. 

Senator  DASCHLE.  Thank  you,  Dr.  Greenspan. 

The  Chairman.  I  would  hazard  the  thought  that  if  we  ever  did 
go  to  a  capital  budget  arrangement  in  which  we  distinguish  be- 
tween consumption  items  and  investment  items,  probably  about  95 
percent  of  our  budget  curiously  would  turn  out  to  be  investment. 

As  a  matter  of  fact,  all  of  the  spending  proposals  the  President 
has  so  far  made  have  been  called  investment,  but  that  is  another 
matter. 

And  Senator  Riegle  is  next. 

Senator  RiEGLE.  Thank  you,  Mr.  Chairman. 

Chairman  Greenspan,  we  had  an  opportunity  to  discuss  the  as- 
pects of  this  subject  before  the  Senate  Banking  Committee,  as  you 
will  recall.  And  I  went  back  to  see  what  you  had  said  to  us  at  that 
time  with  respect  to  the  plan. 

And  on  that  particular  date,  which  was  February  18th,  respond- 
ing to  the  President's  Economic  Proposal,  you  called  it  serious  and 
plausible  and  that  it 

Dr.  Greenspan.  I  think  plausible  was  the  economic  assumptions, 
you  may  recall. 

Senator  Riegle.  Right. 

Dr.  Greenspan.  Which  they  are. 

Senator  RiEGLE.  Yes.  And  I  thought  that  was  very  important  and 
that  it  provided  a  detailed  program-by-program  set  of  recommenda- 
tions as  distinct  from  general  goals. 

Dr.  Greenspan.  That  is  correct. 
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Senator  RiEGLE.  I  agree  with  you.  Those  were  important  ele- 
ments of  the  plan. 

We  talked  that  day  also  about  the  tendency  for  a  credible  and  se- 
rious plan  on  deficit  reduction  to  have  an  impact  on  interest  rates 
and  inflation.  I  will  not  go  through  all  of  that  because  that  is  a 
matter  of  record. 

I  will  tell  you  what  I  found  very  interesting  about  your  statement 
today,  and  that  is  that  nowhere  in  the  formal  presentation  we  find 
the  words  "jobs"  or  "employment"  or  "unemplo3anent". 

I  am  worried  and  concerned  that  there  is  kind  of  a  blind  spot 
still. 

I  do  not  just  say  this  to  you,  but  I  am  talking  about  as  we  assess 
the  economy  and  our  economic  future,  to  not  zero  in  enough  on  the 
fact  that  we  are  in  a  jobless  recovery. 

I  use  this  chart  as  an  illustration  that  takes  into  account  the 
track  we  have  been  on  since  this  recession  started  and  compare  it 
with  the  average  of  the  other  recessions  we  have  had  since  the  end 
of  World  War  11. 

Whereas  we  have  seen  in  past  recessions  on  this  blue  line,  as  we 
lose  jobs  and  bound  into  a  recession,  we  get  out  in  about  12,  14, 
18  months.  We  bottom  out.  And  then  we  cUmb  back  out. 

We  regain  the  jobs  we  lost,  get  back  above  this  zero  line.  We  add 
jobs  as  we  get  further  out  in  time. 

This  recession  is  very  different.  We  have  talked  about  it  before. 
And  that  is  instead  of  seeing  this  classic  U-shape  where  you  get  the 
jobs  back  as  go  out  in  time,  we  have  stayed  down.  And  we  have 
pretty  much  continued  to  bounce  near  the  bottom. 

We  have  more  of  an  L-shaped  curve  now.  There  has  been  a  little 
tick  up  in  the  last  month,  but  it  is  very  interesting.  Over  half  of 
the  jobs  in  February  were  part-time  jobs. 

In  the  State  of  Michigan,  89  percent  were  part-time  jobs.  And 
that  can  parallel  the  fact  that  maybe  we  are  starting  to  get  a  more 
sustained  recovery,  but  we  will  have  to  see  more  data  to  know  that. 

It  is  interesting.  The  Bureau  of  Labor  Statistics  counts  somebody 
as  employed  if  they  work  as  Uttle  as  1  hour  a  week.  And  so  we  do 
not  know  what  the  profile  is  of  all  those  part-time  workers,  but  it 
is  obviously  something  less  thsui  40  hours  a  week. 

Given  this  and  the  fact  that,  I  think,  there  is  a  tendency  not  to 
focus  enough  on  the  jobs  dimension,  the  question  of  how  we  cope 
with  this  problem  of  a  sort  of  jobless  recovery,  what  more  can  we 
do? 

In  your  judgment,  what  c£ui  we  do  to  try  to  stimulate  a  more  ag- 
gressive growth  of  private  sector  jobs  than  what  we  have  done  thus 
far  and  which  has  obviously  given  us  a  pretty  anemic-looking  re- 
sponse in  contrast  to  what  we  have  seen  in  other  occasions? 

Dr.  Greenspan.  Senator,  I  commented  in  part  on  an  earher 
question  related  to  something  similar  to  this.  Let  me  expand  on  it. 

As  we  have  discussed  in  previous  hearings,  this  is  an  extraor- 
dinary business  cycle.  It  is  without  precedent  in  the  post-World 
War  II  period.  And,  indeed,  one  aspect  of  it  is  precisely  what  you 
are  showing  here. 

We  have  seen  virtually  all  of  the  recovery  which  has  not  been  a 
relatively  small  one  in  the  last  three  quarters,  associated  with  in- 
creased productivity  as  distinct  fi-om  job  growth. 
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And  what  that  basically  says  is  that  for  those  who  are  employed, 
the  real  wage  will  eventually  begin  to  rise  because  at  the  moment, 
it  is  showing  up  in  increased  profit  margins. 

But  as  profit  margins  begin  to  stabilize,  that  increased  productiv- 
ity ultimately  moves  into  increased  real  wages,  increased  standards 
of  Uving  for  those  who  are  employed. 

Senator  RiEGLE.  I  hope  that  is  right.  The  last  20  years  has  not 
been  terribly  promising  in  what  has  happened  in  terms  of  just  av- 
erage real  incomes  for  families. 

Dr.  Greenspan.  That  is  exactly  right.  And  the  major  reason  for 
that  is  that  we  have  had  an  extraordinarily  weak  increase  in  pro- 
ductivity over  the  last  20  years. 

And  I  trust  that  the  most  recent  changes  that  we  are  observing 
are  a  reflection  that  something  more  permanent  in  the  way  of 
growth  is  occurring. 

But  as  I  said  before  the  Joint  Economic  Committee  back  in  Janu- 
ary, it  is  too  esirly  for  us  in  looking  at  this  process  to  be  certain 
that  what  we  have  is  a  cyclical  phenomenon  which  is  an  abnormal- 
ity that  will  go  back  to  the  1-percent  growth  in  productivity  annual 
rate  that  we  have  had  or  whether  we  are  going  to  move  somewhat 
higher. 

I  suspect  that  we  may  be  looking  at  something  indicating  that 
the  long-term  growth  rate  may  be  actually  showing  some  improve- 
ment here. 

If  that  is  the  case  and  growth  occurs,  then,  the  question  is  what 
do  we  do  about  getting  more  jobs? 

First  of  all,  let  me  say,  the  statistics  on  part-time  are  somewhat 
questionable,  that  is,  it  is  not  possible  to  have  this  level  of  average 
hours  worked  per  week,  especially  in  manufacturing,  and  have  a 
large  component  of  part-time  work. 

I  think  we  have  a  partial  statistical  problem  here,  but  that  is  a 
minor  question.  The  major  issue  is  when  do  we  get  job  growth  ac- 
celerating? 

And  that  occurs  only  when  the  level  of  growth  in  the  economy 
is  significantly  in  excess  of  the  rate  of  growth  in  productivity. 

My  own  guess  at  this  stage  is  we  are  probably  moving  into  some- 
what of  a  stronger  job  rate  increase  at  this  stage,  but  it  is  still  not 
going  to  bring  the  unemployment  rate,  which  at  7  percent  I  con- 
sider too  high,  down  sufficiently  quickly  that  I  would  feel  com- 
fortable with. 

Senator  RiEGLE.  Well,  I  will  just  finish  by  saying  my  time  is  up. 

I  think  this  is  one  of  the  things  that  argues  for  why  we  have  to 
have  some  way  to  try  to  get  some  additional  lift  into  the  economy. 
It  is  not  self  correcting  in  terms  of  job  or  job  recovery. 

I  think  it  makes  an  argument  that  one  can  debate  the  kind  of 
stimulus  you  want,  tax  incentives  you  want. 

But  we  have  to  find  a  way  to  move  into  that  blind  spot  and  foster 
more  job  creation  in  the  country.  I  think  it  is  absolutely  critical. 

The  Chairman.  Thank  you.  Senator  Riegle. 

It  is  very  clear  in  your  testimony.  You  speak  of  a  possibility  that 
productivity  has  moved  into  a  significantly  faster  long-term  growth 
channel. 

Would  it  be  possible  for  you  to  send  us  a  memorandum  on  this 
distinction  between  growth  associated  with  increased  productivity 
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and  growth  associated  with  increased  employment  in  the  present 
recovery? 

Dr.  Greenspan.  Certainly. 

The  Chairman.  That  is  a  new  idea,  at  least  for  this  member  of 
the  committee.  And  it  would  help  us  a  great  deal. 

[The  information  requested  follows:] 

NONFARM  BUSINESS  SECTOR 


CONTRIBUTION  OF  PRODUCTIVITY  GROWTH  TO  OUTPUT  GROWTH  * 
First  seven  quarters  of  business  cyde  expansions 
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Dr.  Greenspan.  I  might  just  say  parenthetically,  Mr.  Chairman, 
that  the  reasons  I  suspect  that  the  productivity  issue  may  be  some- 
thing which  is  not  an  accident  and  may  be  real  is  that  I  believe 
what  we  are  observing  is  that  after  a  number  of  years  of  very  sig- 
nificant increase  in  computer-related  technology  what  we  are  fi- 
nally seeing  is  our  ability  to  use  that  in  a  much  more  productive 
manner  as  the  software  applications  of  the  last  3  or  4  years  have 
begun  to  free  up  a  huge  amount  of  the  unused  capability  of  the 
hardware  which  we  have. 

And  we  are  producing  goods  in  a  different  way  from  the  way  we 
used  to.  And  this  is  a  remarkable  set  of  changes  which  are  partly 
related  to  this  restructuring  question. 

The  Chairman.  We  had  excess  capacity  in  our  mainfreunes. 

Dr.  Greenspan.  Yes.  Well 

The  Chairman.  Software  is  beginning  to  be  made  useful. 

Dr.  Greenspan.  The  way  I  would  put  it,  Mr.  Chairman,  is  I  re- 
call 10  years  ago,  we  used  to  have  this  huge  amount  of  mainframe 
technology.  And  everyone  used  to  say  we  used  10  percent  of  it. 

The  Chairman.  Yes. 

Dr.  Greenspan.  I  think  what  has  occurred  with  the  extraor- 
dinary improvements  in  technology,  both  with  the  hardware  and 
bringing  it  down  to  the  minis  and  the  PC's,  but  more  importantly, 
the  extraordinary  improvement  in  software  applications  and  the 
ability  to  restructure  production  that  we  have  created  the  possibili- 
ties here  of  a  new  channel  of  improved  productivity  which  may  be 
more  than  a  cyclical  aberration. 

The  Chairman.  Fascinating. 

Senator  Roth. 

Senator  ROTH.  Thank  you,  Mr.  Chairman. 

It  is  always  a  pleasure  to  welcome  you.  Dr.  Greenspan.  I  apolo- 
gize for  being  late,  but  I  had  a  mark-up  in  another  committee. 

I  had  the  pleasure  of  sitting  in  the  Banking  Committee  when  you 
appeared  before  it  recently.  And  I  listened  to  your  testimony  very 
carefully,  but  I  was  bothered  the  next  day  when  I  read  the  prin- 
cipal headlines  in  the  New  York  Times  and  the  Washington  Post, 
as  well  as  the  Wilmington  News  Journal,  my  local  paper,  all  of 
which  said  you  endorsed  the  Clinton  plan. 

Now,  I  thought  I  had  listened  very  carefully  to  you.  You  did  say 
that  it  was  a  "serious  plan,"  but  it  was  my  understanding  you  were 
endorsing  no  plan. 

Dr.  Greenspan.  That  is  correct.  Senator. 

Senator  ROTH.  But  I  have  never  seen  that  corrected  in  the  pa- 
pers. 

Dr.  Greenspan.  Well,  I  have  tried  on  numerous  occasion  to  dif- 
ferentiate the  fact  that  what  I  was  stating  there,  and  I  would  state 
again,  that  I  commend  the  President  for  putting  this  issue  on  the 
table  because  it  is  a  very  crucial  and  important  issue  and  that  his 
program  is  a  serious  program,  that  its  economic  assumptions  are 
plausible.  And  it  is  a  detailed  program.  It  is  something  which  has 
created,  in  my  judgment,  the  discussions  which  the  Congress  is 
now  involved  with  and  which  the  markets  have  responded  to,  in  my 
judgment,  in  a  quite  positive  way  on  the  grounds  that  they  believe 
that  what  is  entrained  at  this  stage  is  a  major  commitment  to  re- 
duce the  budget  deficit  in  this  country. 


78 

And  having  started  that  process,  I  do  think  that  the  President 
should  be  commended.  That  is  not  the  same  thing 

Senator  RoTH.  I  think  we  can  all  agree  that 

Dr.  Greenspan.  Let  me  just  go  further.  Unless  the  English  lan- 
guage has  changed,  that  is  not  the  same  thing  as  saying  I  endorse 
any  program  because  I  have  endorsed  none.  I  have  not  endorsed 
any  of  the  programs  here  in  the  Congress  nor  the  President's  pro- 
gram nor  have  my  colleagues. 

Senator  ROTH.  I  think  that  is  an  important  difference  that  need- 
ed to  be  differentiated.  I  recognize  that  you  said  it  was  a  "serious 
plan." 

I  think  we  all  agree  on  this  whole  problem  of  the  deficit.  Maybe 
Perot  is  the  one  that  deserves  the  most  credit  because  he  certainly 
has  made  that  the  key  issue. 

But  it  bothered  me,  and  it  still  bothers  me  that  the  general  im- 
pression is  still  out  there  that  you  are  endorsing  one  particular 
plan.  And  I  appreciate  you  clarifying  that  you  are  endorsing  no 
plan. 

Dr.  Greenspan.  As  I  said  at  that  committee  hearing  that  you  at- 
tended, Senator,  that  we  as  central  bankers  have  a  very  distinct  in- 
terest in  the  issue  of  bringing  the  Federal  budget  deficit  down  be- 
cause we  believe  that  it  is  a  corrosive  force  in  our  financial  system. 

But  how  that  is  done  is  a  political  question  in  the  most  appro- 
priate sense  and  the  best  sense  of  the  word. 

And  as  I  have  said  in  response  to  earlier  questions  today,  the 
process  is  a  major  element  in  our  democratic  society — in  other 
words,  this  process  of  determining  what  the  Federal  budget  prior- 
ities are  is  a  major  element  in  the  democratic  process  in  this  coun- 
try. 

Senator  Roth.  True,  how  a  decision  is  made  is  political,  but  es- 
sentially, it  is  an  economic  question. 

Dr.  Greenspan.  That  is  correct. 

Senator  Roth.  And  both  in  the  meeting  with  the  Banking  Com- 
mittee and  in  your  testimony  here,  I  believe,  at  least  in  the  Bank- 
ing Committee,  you  testified  that  you  had  a  preference  for  cutting 
the  deficit  by  reducing  spending. 

And  here,  in  your  preparatory  statement,  you  give  the  other  side 
of  the  coin,  "It  is  important  to  recognize  that  trying  to  wholly  or 
substantially  address  a  structural  budget  deficit  by  increasing  reve- 
nues is  fraught  with  exceptiongd  difficulties  and  is  more  likely  to 
fail  than  succeed." 

Now,  back  in  the  early  1980's,  we  talked  about  cutting  spending 
$3  for  every  dollar  of  tax  revenue.  In  the  1990  agreement,  I  think, 
it  was  supposed  to  be  a  $2  cut  in  spending  for  every  dollar  in  reve- 
nue. 

Now,  in  this  proposal,  we  find  the  very  opposite.  Even  if  you  ac- 
cept the  Democratic  numbers,  we  are  talking  about  an  increase  in 
tax  revenue  $5  for  every  dollar  increased  in  taxes.  Frankly,  I  think 
it  is  much  higher  than  that. 

But  my  question  is,  does  it  make  sense  to  rely  primarily  from  a 
4  to  1,  5  to  1,  whatever  ratio,  of  tax  increases  to  spending?  Is  that 
going  to  really  reduce  the  deficit,  long  term? 

Dr.  Greenspan.  Senator,  the  reason  I  drew  the  conclusion  that 
I  did  in  my  prepared  statement  rests  on  the  notion  that  one  can 
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readily  find  in  both  CBO  and  0MB  documents  that  the  rate  of 
growth  of  current  services  outlays  as  we  move  through  the  end  of 
this  decade  and  into  the  21st  century  is  in  excess  of  the  levels  of 
growth  of  income. 

And  the  arithmetic  of  that  basically  says  that  you  cannot  resolve 
a  long-term  budget  deficit  substantially  or  wholly  from  the  tax  side. 
It  is  an  arithmetical  question. 

So  I  am  arguing  basically  that,  one,  as  a  necessary  condition  to 
confi'onting  this  long-term  deficit  that  it  is  necessary  that  one  must 
address  the  growth  of  spending. 

Senator  ROTH.  Could  I  ask  just  one  follow-up  question?  If  you  are 
increasing  taxes  $4  or  $5  for  every  dollar  cut  in  domestic  spending, 
is  that  really  going  to  make  the  kind  of  structural  change  that  you 
need  to  really  do  something  meaningful  about  the  budget? 

Dr.  Greenspan.  Well,  I  have  chosen  not  to  get  involved  in  any 
of  the  details  of  any  of  the  programs  before  the  Congress. 

Senator  ROTH.  Okay. 

Dr.  Greenspan.  And  I  would  appreciate  it  if  I  can 

The  Chairman.  Now,  I  beUeve  that  is  the  18th  time  you  have 
said  that  this  morning. 

Dr.  Greenspan.  I  regret  that  I  do  that,  but  I  do  think  that  if  we 
at  the  Central  Bank  got  ourselves  involved  in  this  issue  it  would 
be  most  unfortunate. 

Senator  Roth.  Mr.  Chairman,  that  is  the  reason  I  thought  it  was 
important  that  there  be  a  clarification  of  your  original  statement 
at  the  Banking  Committee  with  respect  to 

The  Chairman.  I  think  you  mean  the  newspaper  accounts  of  your 
view? 

Dr.  Greenspan.  That  is  not  what  I  said. 

The  Chairman.  Yes. 

Dr.  Greenspan.  What  I  said  then  I  will  repeat  today.  The  Presi- 
dent should  be  commended  for  putting  this  issue  on  the  table  with 
a  serious  budget  proposal.  That  is  not  the  same  thing  as  saying  I 
endorse  it. 

The  Chairman.  It  is  not. 

Thank  you.  Senator  Roth. 

Senator  Baucus  is  the  Chairman  of  the  Committee  on  Environ- 
ment and  Public  Works  and  has  been  holding  a  hearing  all  morn- 
ing on  some  of  those  regulations  that  you  have  touched  on.  He  has 
just  been  able  to  slip  away  for  a  moment. 

Senator  Baucus. 

Senator  Baucus.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  I  hope  this  is  not  the  19th  time  you  will  be  un- 
able to  answer.  My  question  is  this.  Some  of  us  are  very  intrigued 
with  a  broad-based  consumption  tax  as  a  replacement  for  income 
taxes  in  this  country. 

Your  views.  Is  that  an  approach  you  think  we  should  pursue?  Is 
that  economically  sound  or  not,  and  why? 

Dr.  Greenspan.  Well,  I  have  commented  on  that  in  the  past, 
Senator.  I  obviously  c£in  comment  on  it  now,  or  somebody  will  read 
back  my  testimony  of  an  earlier  period  and  ask  me  whether  I  agree 
with  it. 

Clearly,  the  deficit  in  savings  in  this  country  has  been  one  of  our 
criticed  concerns  and  critical  problems  because  while  savings  in  and 
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of  itself  does  not  create  the  investment  that  we  need  for  improved 
productivity  and  growing  standards  of  living,  the  incentive  not  to 
save  does  retard  such  types  of  investments. 

And  to  the  extent  that  we  can  move  the  bias  of  our  tax  system 
away  from  taxing  savings  to  taxing  consumption,  we  would  prob- 
ably find  in  the  longer  term  that  the  efficiency  of  our  system  would 
be  improved  and  the  standards  of  living  over  the  long  term  would 
be  enhanced. 

Senator  Baucus.  Thank  you  very  much. 

The  Chairman.  We  thank  you,  sir. 

There  is  just  a  terminological  matter  there.  Our  tax  code  refers 
to  income  from  savings  as  being  unearned  which  is  not,  for  what 
it  is  worth,  the  case. 

Senator  Packwood. 

Senator  PACKWOOD.  Mr.  Chairman,  when  I  went  off  to  vote  and 
I  came  back,  you  were  just  tgdking  about  you  did  not  have  great 
faith,  even  if  we  made  some  5-year  savings  that  if  we  did  nothing 
to  start  changing,  I  think  you  said,  the  structural  deficit  or  things 
beyond  5  years.  Am  I  quoting  it  roughly  right? 

Dr.  Greenspan.  That  is  correct.  Senator. 

Senator  Packwood.  Could  you  elaborate  a  little  more  on  that? 

Dr.  Greenspan.  A  major  problem  that  we  have  got  so  far  as  the 
deficit  is  concerned  is  that  if  one  tracks  the  current  services  ex- 
penditure numbers,  they  are  at  a  level  of  a  rate  of  increase  in  ex- 
cess of  the  rate  of  growth  of  the  economy,  which  will  create  a  con- 
tinuous and  enormous  rise  in  the  deficit  as  we  move  beyond  the 
latter  part  of  this  decade. 

Senator  Packwood.  Translated,  does  that  mean  if  spending  is 
growing  at  X  plus  10,  and  growth  is  only  X  plus  5,  we  cannot  fi- 
nance 10  out  of  5? 

Dr.  Greenspan.  Exactly.  And  it  is  an  arithmetical  problem.  I  am 
not  raising  a  political  issue.  I  am  not  raising  a  choice  question.  I 
am  raising  a  problem  of  sirithmetic. 

Senator  Packwood.  All  right.  Let  me  ask  you  a  further  question. 
This  argument  that  certain  spending  does  not  cause  a  problem  be- 
cause we  finance  it  out  of  trust  funds,  specifically  Medicare  Part 
A  which  is  reasonably  close  to  a  income-outgo  equality  and  Social 
Security.  Is  that  a  valid  or  invalid  argument?  That  is  certainly 
structural  spending. 

Dr.  Greenspan.  The  nature  of  the  types  of  trust  funds  that  we 
have  set  up,  as  the  chairman  of  this  committee  has  often  indicated, 
is  not  the  same  as  trust  funds  as  we  envision  them  in  the  private 
sector  where  the  investments  of  the  fund  are  in  income-producing 
assets  and  associated  with  real  assets  which  create  the  productivity 
in  the  economy  in  which  the  real  goods  to  the  ultimate  bene- 
ficiaries are  paid  so  far  as  retirement  ftinds  are  concerned. 

So  merely  saying  that  we  have  taxed  to  finance  a  specific  cat- 
egory of  expenditure  is  not  an  irrelevant  consideration. 

Obviously,  if  we  were  required  to  add  a  tax  to  fund  every  expend- 
iture, by  definition,  the  budget  would  be  balanced. 

So  I  am  not  stipulating  that  I  am  opposed  to  this  type  of  proce- 
dure. On  the  contrary,  it  is  a  crucial  element  in  fiscal  responsibility 
and  fiscal  sensibleness. 
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But  it  is  important  not  to  presume  that,  therefore,  the  funding 
is  completely,  actuarily  sound,  if  I  may  put  it  that  way,  in  the  pri- 
vate sector  sense  and  that,  therefore,  certain  elements  of  the  budg- 
et do  not  effect  the  structurgd  deficit. 

It  is  a  complex  issue  which  really  gets  down  to  the  notion  of  what 
is  the  appropriate  means  of  funding  long-term  obligations  in  the 
budget? 

Senator  Packwood.  It  also  might  get  down  to  your  definition  of 
essential  and  nonessential. 

If  we  have  a  trust  fund  that  finances  something,  Medicare,  Social 
Security,  and  if  that  spending  is  growing  at  X  plus  10  while  the 
economy  is  growing  at  X  plus  5,  and  we  commit  taxes  to  that  end, 
it  is  taxes  that  we  do  not  have  to  commit  to  some  other  end  unless 
we  want  to  increase  other  taxes  in  addition? 

Dr.  Greenspan.  That  is  correct,  Senator. 

Senator  Packwood.  Mr.  Chairman,  I  would  like  to  now  say. 
When  you  were  not  here,  I  asked  for  unanimous  consent  to  have 
these  charts  put  in,  both  at  the  start  and  at  the  end  of  his  testi- 
mony. And  you  graciously  agreed  in  absentia  to  put  them  in. 

The  Chairman.  I  thought  we  had  all  memorized  them.  [Laugh- 
ter.] 

Senator  Packwood.  I  would  like  now  to  ask  for  unanimous  con- 
sent just  before  I  ask  this  question,  to  put  in  page  6  of  the  chart. 
And  let  me  read  what  it  is. 

Page  6  of  this  chart  states  just  four  programs.  Social  Security, 
Medicare,  Medicaid,  and  other  retirement,  other  retirement  being 
principally  military  and  civilian  Federal  retirement.  And  interest, 
I  guess  you  can  count  interest  as  a  program.  And  we  have  to  pay 
it. 

Today  those  four  plus  interest  are  54  percent  of  our  total  spend- 
ing. The  Congressional  Budget  Office  predicted  last  month  that  in 
10  years  on  baseline  those  four  will  be  69  percent  of  our  budget. 

They  actually  predict  that  in  terms  of  constant  dollars,  we  will 
have  infinitely  less  to  spend  on  everything  else  whether  it  is  essen- 
tial or  nonessential  if  something  does  not  address  those  four  plus 
the  interest. 

The  Chairman.  The  chair  interrupts  to  state  that  you  cannot 
have  infimitely  less.  [Laughter.] 

Senator  Packwood.  You  are  right. 

The  Chairman.  Much  less. 

Senator  Packwood.  Is  that  the  type  of  thing,  Mr.  Chairman,  you 
are  talking  about  when  you  are  saying  5  years  out? 

There  is  just  some  spending  that  is  growing  so  extraordinarily 
that  if  we  do  not  get  some  of  it  under  control,  what  we  do  in  the 
first  5  years  will  not  make  a  great  deal  of  difference? 

Dr.  Greenspan.  It  will  make  some  difference,  but  not  a  great 
deal  of  difference. 

Senator  Packwood.  Yes. 

Dr.  Greenspan.  Yes. 

Senator  Packwood.  Thank  you,  Mr.  Chairman. 

The  Chairman.  May  I  just  say  that  the  chairman  has  stated  that 
over  and  again.  There  was  a  theme. 

And  our  last  questions  fi:*om  Senator  Chafee. 

Senator  Chafee. 
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Senator  Chafee.  Thank  you,  Mr.  Chairman. 

As  I  analyze  your  appearance  here  today,  Mr.  Chairman,  it  is 
that  you  are  sending  out  a  clarion  call  to  our  Nation  that  these 
deficits  have  an  incredibly  deleterious  effect  on  our  Nation. 

You  used  terms  like  corrosive,  malignant,  eating  away  at  the 
foundations  of  our  economic  strength. 

And  you  are  not  one  to  get  up  on  soap  boxes  and  shout  to  the 
world,  but  as  I  see  what  you  are  doing  in  your  low-key  way,  if  I 
would,  you  are  saying  these  things  are  terrible,  what  is  happening 
to  our  country.  Now,  am  I  overstating  it? 

Dr.  Greenspan.  I  fear  not,  Senator. 

Senator  Chafee.  I  fear  not  either.  And  I  just  hope  that  the  pa- 
pers that  so  boldly  interpreted  what  you  said  last  time  incorrectly 
will  correctly  interpret  what  you  are  saying  this  time,  that  these 
things  are  doing  incredible  damage  to  our  Nation  in  the  future. 

Our  grandchildren  are  going  to  being  pa3rLng  off  in  the  form  of 
$4  trillion  of  debt  which  currently  runs  over  $200  biUion  a  year  in 
interest  with  no  principle. 

And,  indeed,  even  with  the  efforts  that  President  Clinton  is  tak- 
ing, he  shows  in  his  own  figures  that  the  debt  will  increase  by  $1 
trillion  in  the  next  4  years. 

Dr.  Greenspan.  Wliat  I  must  say  in  support  of  the  President  on 
this  question,  is  that  he  does  recognize  that  issue  and  is  aware  of 
the  fact  and  has  commented  on  the  fact  that  in  the  latter  years  of 
this  decade,  beyond  the  scope  of  his  existing  program,  that  the  defi- 
cit will  rise  unless  expenditures  are  contained. 

And  he  correctly  evaluates  the  health  care  problem  as  being  cru- 
cial to  this.  In  that  sense,  it  is  not  as  though  we  are  not  looking 
at  sets  of  data  which  every  one  agrees  will  create  problems  unless 
we  go  beyond  where  we  are  in  the  existing  discussions  which  are 
quite  important  and  are  necessary.  But  they  are  only  the  prelude, 
as  I  see  it,  to  a  series  of  programs  which  ultimately  restores  bal- 
ance over  the  longer  run  as  well  as  over  the  very  short-term  period. 

Senator  Chafee.  Well,  Mr.  Chairman,  I  do  not  differ  with  you 
very  often,  but  I  think  you  are  overly  optimistic  to  think  that  get- 
ting a  grip  on  the  health  care  is  going  to  have  great  effects  on  our 
deficits. 

I  mean,  I  do  not  think  anybody  thinks  that.  And  I  have  spent 
qiiite  a  bit  of  time  on  this  health  care  business,  that  covering  37 
milhon  more  Americans  and  changing  our  system  to  cover  every- 
body is  going  to  result  in  the  short  term  certainly  in  reduced  costs. 

Dr.  Greenspan.  Well 

Senator  Chafee.  It  is  going  to  take  additional  taxes.  I  do  not 
want  to  debate  that  here. 

All  I  am  saying  is  that  what  bothers  me  is  we  have  this  tremen- 
dous tax  package  that  is  being  suggested  here  with  increased 
spending  accompanying  it,  but  no  one  apparently  is  considering  the 
cost  of  this  health  program  that  is  going  to  come  along,  that  cer- 
tainly in  the  near  term  is  going  to  increase  expenditures. 

We  obviously  hope  in  the  long  term  it  will,  both  private  and  pub- 
lic expenditures. 

But  my  real  question  to  you  is,  going  back  to  your  quote  on  the 
top  of  page  4,  which  Senator  Roth  referred  to,  in  which  you  warned 
against  addressing  these  budget  deficits  by  increasing  revenue. 
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I  appreciate  that.  And  I  take  it  that  you  were  not  dismissing  in- 
creased taxes,  but  you  were  saying  that  you  would  rather  cut 
spending  along  with  it. 

Dr.  Greenspan.  I  was  saying  that  if  over  the  long  run,  the  rate 
of  growth  in  expenditures  is  not  brought  down,  then,  we  will  not 
resolve  this  budget  question.  I  am  basically 

The  Chairman.  You  are  saying  that  is  the  arithmetic? 

Dr.  Greenspan.  That  is  the  arithmetic  of  the  problem. 

Senator  Chafee.  In  other  words,  we  can  go  ahead  £uid  plunge 
ahead  with  new  taxes,  but  they  just  will  not  meet  the  rise  in 
spending  that  are  built  in? 

Dr.  Greenspan.  That  is  correct.  See,  the  problem  is  the  following 
dilemma,  that  you  can  close  the  deficit  with  expenditures  rising 
faster  than  income  by  raising  tax  rates  or  increasing  the  tax  base 
or  doing  something. 

But  you  can  only  do  that  for  a  short  while  because  it  is  clear  that 
after  awhile  you  begin  to  become  counterproductive  and  create  a 
decline  in  economic  activity  and  a  fall  in  revenues.  And  that,  of 
course,  worsens  the  deficit. 

So  what  I  am  saying,  no  matter  what  is  done,  unless  the  expend- 
iture issue  is  addressed,  you  cannot  solve  the  deficit  in  the  long 
term. 

Senator  Chafee.  And  that  would  apply — your  tax  illustration 
would  apply  even  with  the  so-called  sin  tax? 

Dr.  Greenspan.  Yes. 

Senator  Chafee.  I  think  in  your  testimony  you  said  that  might 
be  an  approach.  But  just  as  the  tax  experience  has  shown,  it  has 
resulted  in  declining  consumption  which  may  be  good,  but  it  also 
results  in  declining  revenue. 

Let  me  just  ask  you  one  quick  question.  What  we  are  doing  in 
the  United  States  I  think  is  terrible.  What  is  the  experience  in 
other  countries? 

Dr.  Greenspan,  Well,  Senator,  as  you  know,  with  the  exception 
of  a  few  countries,  most  of  the  European  countries,  for  example, 
have  levels  of  taxation  and  levels  of  expenditures  higher  than  we 
do  here,  but  they  are  pulUng  back  in  many  instances,  I  am  sure 
you  are  aware,  of  country  after  country  trying  to  squeeze  down 
their  levels  of  outlays  and  in  many  instances,  budget  deficits. 

But  they  are  having  problems.  They  are  having  the  same  types 
of  problems  that  we  are.  I  think  it  is  a  chronic  problem  which  ex- 
ists in  democratic  societies. 

Senator  Chafee.  Well,  thank  you,  Mr.  Chairman. 

And  I  hope  the  deficit  will  be  dealt  with. 

The  Chairman.  And  this  member  of  this  committee  very  much 
agrees. 

I  think  we  all  agree  that  we  have  had  a  bravo  performance. 

Senator  Chafee.  Thank  you. 

The  Chairman.  It  has  been  extraordinarily  informative.  And  we 
have  learned  new  things.  We  have  had  old  verities  reaffirmed. 

We  are  very  much  in  your  debt,  Mr.  Chairman.  We  thank  you 
very  much.  We  would  not  have  been  able  to  get  going,  as  I  hope 
we  will,  without  this.  And  for  that,  we  are  deeply  grateful. 

Dr.  Greenspan.  Well,  thank  you  very  much,  ^\\  Chairman. 
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[The  prepared  statements  of  Senators  Baucus  and  Hatch  appear 
in  the  appendix.] 

[Whereupon,  at  12:21  p.m.,  the  hearing  was  concluded.] 
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Washington,  DC. 
The  hearing  was  convened,  pursuant  to  notice,  at  12:30  p.m.,  in 
room  SD-215,  Dirksen  Senate  Office  Building,  Hon.  Daniel  Patrick 
Moynihan  (chairman  of  the  committee)  presiding. 
Also  present:  Senators  Baucus,  Packwood,  and  Grassley. 
[The  press  release  announcing  the  hearing  follows:] 

[Press  Release  No.  H-9,  March  23,  1993] 

Economists  to  Testify  on  the  President's  Economic  Plan  and  the  Need  to 

Address  the  Budget  Deficit 

Sen.  Daniel  Patrick  Moynihan  (D.-N.Y.),  Chairman  of  the  Senate  Committee  on 
Finance,  announced  that  the  Committee  will  hold  a  hearing  on  the  economic  impact 
of  the  Clinton  administration's  deficit  reduction  and  long-term  economic  growth 
plan. 

The  hearing  will  begin  at  9:30  a.m.  on  Thursday,  March  25  in  room  SD-215,  Dirk- 
sen Senate  OflTice  Building. 

The  hearing  will  focus  on  the  short-  and  long-term  effect  of  the  administration's 
economic  plan  on  the  U.S.  economy.  The  Committee  is  also  interested  in  the  wit- 
nesses' views  on  the  need  to  address  the  budget  deficit. 

OPENING  STATEMENT  OF  HON.  DANIEL  PATRICK  MOYNIHAN, 
A  U.S.  SENATOR  FROM  NEW  YORK,  CHAIRMAN,  COMMITTEE 
ON  FINANCE 

The  Chairman.  A  very  good  afternoon  to  our  somewhat  trun- 
cated hearing. 

We  are  most  apologetic  to  our  distinguished  witnesses  who  have 
come  from  around  the  country  for  this  occasion  and  put  off  and  re- 
scheduled themselves. 

It  is  simply  that  the  Senate  was  in  one  of  its  moments  of  distem- 
per. We  had  to  have  30  votes  from  6:00  o'clock  last  evening. 

But  we  are  chastened  by  that  experience  into  a  sense  that  we 
really  ought  to  be  better  at  governing  thgin  we  have  been  of  late. 

And  for  the  purpose  of  being  instructed  in  that  matter,  we  have 
a  great  distinction — I  do  not  know  if  we  have  before — of  having  two 
former  Chairmen  of  the  Council  on  Economic  Advisors  with  us. 

I  know  that  Dr.  Stein  and  Dr.  Boskin  are  hugely  welcomed  by 
me.  And  I  suspect  that  they  will  be  welcomed  by  the  former,  once, 
and  future  chairman,  if  you  answer  his  questions  correctly.  [Laugh- 
ter.] 

Do  not  expect  any  mercy. 

Senator  Packwood.  If  they  do  not  answer  them  correctly,  I  am 
not  likely  to  be  chairmein. 

(85) 
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The  Chairman.  No.  You  are  not  likely  to  like  their  answers. 

Senator  Packwood.  Have  them  fire  away. 

The  Chairman.  Good  morning,  gentlemen. 

And  I  should  say,  Bob  Shapiro  would  have  been  with  you,  but  he 
is  absolutely  required  to  be  in  Chicago. 

In  that  case,  just  the  way  the  things  appear,  Dr.  Boskin.  Good 
morning,  sir.  Proceed  exactly  as  you  like.  Your  statement  will  be 
placed  into  the  record. 

STATEMENT  OF  MICHAEL  J.  BOSKIN,  PH.D.,  VISITING  SCHOL- 
AR, AMERICAN  ENTERPRISE  INSTITUTE,  WASHINGTON,  DC 

Dr.  Boskin.  I  want  to  cover  a  few  points,  but  first,  let  me  say 
that  this  is  my  first  opportunity  to  testify,  both  again  as  a  private 
citizen  and  under  your  chairmanship,  Senator  Moynihan.  So  con- 
gratulations to  you. 

We  have  worked  on  a  large  number  of  issues  over  the  years  from 
transportation  to  Soviet  GDP  to  Social  Security.  And  I  am  sure  the 
committee  will  thrive  under  your  leadership. 

And  Senator  Packwood,  I  wanted  to  say,  over  the  long  number 
of  years  I  have  had  the  privilege  of  working  with  you,  I  cannot 
think  of  anybody  in  the  Senate  to  whom  the  citizens  of  this  country 
owe  a  greater  debt  of  gratitude  for  what  improvements  we  have 
been  able  to  make  in  a  too  complex  and  burdensome  tax  structure. 

The  Chairman.  I  would  like  to  back  that  up. 

Dr.  Boskin.  I  am  sure  the  citizens  of  Oregon  and  of  the  country 
who  complain  about  the  tax  system  would  have  even  more  to  com- 
plain about  were  it  not  for  the  immense  energy  and  drive  and  in- 
sight that  you  have  brought  to  this  committee  in  your  days  in  the 
Senate.  So  I  want  to  thaii^  you  as  a  citizen  for  that. 

What  I  would  like  to  do  is  just  read  separate  sets  of  things.  They 
are  interrelated  however.  One  is  I  want  to  say  a  few  words  about 
the  current  economic  situation  and  the  budget,  the  President's  pro- 
posals, and  the  general  relationship  amongst  spending,  taxes,  defi- 
cits, and  economic  growth  because  I  think  there  are  some  overly 
simplistic  statements  that  get  made  about  these  things  in  numer- 
ous dimensions. 

So  first,  I  would  like  to  say  that  like  almost  all  Americans,  I  was 
enormously  pleased  to  see  the  President  redse  all  the  right  ques- 
tions in  his  address  to  the  country. 

I  think  that  those  questions  should  and  hopefully  will,  including 
this  hearing  and  the  questions  you  have  raised  in  your  invitation, 
get  a  full  and  complete  airing,  not  only  in  the  course  of  the  debate 
on  the  President's  proposals  this  year,  implementing  whatever,  the 
resolution,  as  this  committee  moves  to  come  up  with  the  revenues 
it  is  required  to  and  whatever  changes  in  entitlement  programs  it 
will  be  doing  and  likewise,  the  other  committees,  but  over  the  com- 
ing several  years  as  well. 

Those  questions,  such  as,  how  important  is  it  to  reduce  the  budg- 
et deficit?  How  fast  and  how  should  it  be  done? 

Should  the  government  be  trying  to  pump  up  the  recovery,  the 
recovery  going  at  a  decent,  not  robust  rate,  with  a  traditional 
short-run  stimulus  program? 
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Is  a  major  expansion  of  government  planning  or  even  controls  on 
private  economic  activity  from  health  care  to  fiber  optics  desirable, 
let  alone  affordable? 

How  large  a  defense  draw  down  can  we  afford  militarily?  And 
how  much  makes  sense  economically  and  at  what  speed? 

Should  we  raise  tax  rates  to  try  to  make  the  tax  system  fairer? 
Is  substantially  more  government  spending  on  new  programs  likely 
to  help  the  disadvantaged?  Will  it  be  target  effective? 

Those  are  questions  we  should  be  continually  debating.  And  I 
will  admit  to  my  chagrin,  as  a  Nation,  we  have  not  debated  them, 
whether  in  a  gross  general  sense  for  too  long  in  my  opinion. 

So  I  give  the  President  great  credit  for  raising  those  questions. 
And  I  hope  the  Nation  will  be  debating  them  throughout  the  year. 

While  I  had  hoped  that  I  would  agree  with  the  general  thrust  of 
the  President's  proposal  £ind  could  support  it  even  if  I  disagreed 
with  some  of  its  components,  my  own  analysis  of  its  likely  economic 
impacts  precludes  me  from  supporting  the  overall  program. 

Although  I  must  in  all  candor  say,  there  are  many  specific  ele- 
ments of  it  that  I  do  support,  I  find  it  difficult  and  undesirable  to 
be  inconsistent. 

And  there  are  laany  items,  including  some  on  the  revenue  side, 
which  have  been  proposed  in  previous  administrations,  which  I 
support,  the  user  fees,  auctioning  spectrum  are  simple  examples. 

So  while  I  do  beUeve  that  the  net  impact  of  this  program  is  likely 
to  slow  the  economy  and  that  it  is  likely  to  raise  less  revenue  than 
hoped  for  various  reasons,  including  that  there  will  be  more  tax 
sheltering  and  t£ix  avoidance  if  tax  rates  go  up,  and  in  my  opinion, 
there  wiU  be  far  more  new  spending  if  history  is  an  ample  guide. 

When  new  programs  come  in,  they  wind  up  growing  more  than 
is  projected.  I  do  not  believe  that  there  is  any  iron  law  that  every 
dollar  that  is  raised  will  be  automatically  spent. 

But  I  am  concerned  that  in  the  attempt  to  address  what  the 
President  considers,  and  I  would  agree  with  some  of  these,  osten- 
sibly noble  goals,  that  we  not  set  in  train  a  series  or  a  cycle  of  some 
new  spending  which  we  think  will  solve  a  problem  that  only  makes 
a  dent  or  does  not  solve  it,  is  not  very  cost  effective.  It  grows  in 
the  out  years  more  than  we  had  anticipated. 

Then,  we  raise  taxes.  And  they  do  not  raise  as  much  revenue  ei- 
ther through  the  cost  of  the  impact  on  the  economy  or  because  of 
the  rates,  cause  people  shelter,  undoing  some  of  the  1986  reform 
benefits. 

The  deficit  does  not  come  down  as  much  as  we  had  hoped.  Again, 
I  do  not  have  a  mechanical  dollar,  every  dollar  that  is  tsixed  will 
not  reduce  the  deficit  automatically  but  be  spent,  but  that  we  are 
setting  ourselves  up,  in  my  opinion,  for  the  possibility. 

I  hope  I  am  wrong.  If,  indeed,  this  passes  in  this  form,  I  hope 
I  am  wrong.  But  I  worry  that  we  set  ourselves  up  for  a  ratcheting 
up  of  these  things,  chasing  a  progressively  elusive  target,  not  be- 
cause of  any  iron  law  or  any  mechanical  iron  law,  but  because  the 
spending  programs  have  a  way  of  costing  more  than  you  thought 
they  would  when  you  enacted  them.  And  once  enacted,  they  are 
very,  very  difficult  to  curtail  and  to  undo. 

That  is  my  general  reaction.  I  would  be  happy  to  respond  to  some 
specifics  of  the  President's  program,  some  parts  of  which,  as  I  said. 
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are  good  and  some  parts  of  which,  I  think,  are  quite  inconsistent 
with  his  basic  overall  goals. 

The  second  thing  I  would  hke  to  say  is  that  the  basic  reason  to 
want  to  reduce  the  budget  deficit  obviously  is  to  help  the  economy. 

The  basic  logic  of  that  is  having  more  available  private  savings, 
the  government  borrowing  less  means  we  will  be  able  to  finance 
more,  which  over  the  longer  term  over  decades  should  help  raise 
future  living  standards,  if  indeed,  that  process  is  put  into  place. 

Therefore,  it  is  essential  as  a  principle.  It  is  a  simple  matter  of 
elementary  logic  that  if  the  reason  you  are  trying  to  reduce  the 
budget  deficit  is  to  have  more  private  savings  to  finance  more  pri- 
vate investment,  you  should  not  try  to  reduce  the  budget  deficit  in 
ways  that  harm  private  savings  or  private  investment. 

It  is  just  undoing  with  the  right  hand  what  the  left  hand  ij  try- 
ing to  do.  I  will  give  you  one  simple  example.  The  rise  in  corporate 
tax  rates,  in  my  opinion,  is  illogical  given  what  is  being  attempted. 

It  will  leave  less  after-tax  corporate  profits,  for  investment.  If  the 
idea  is  to  reduce  the  deficit  to  have  more  capital  available  for  the 
businesses  to  invest  and  we  tax  them  in  order  to  do  that,  it  seems 
to  me  to  be  illogical. 

It  is  my  opinion  that  the  only  way  to  be  convinced  or  be  convinc- 
ing that  we  will  have  very  serious  substantial,  permanent,  lower 
structural  deficits  over  the  long  term — and  I  do  agree  with  these 
projections  that  show  we  run  the  risk  of  the  deficit  rising  in  the 
latter  part  of  this  decade  to  even  larger  levels. 

The  only  way  to  be  sure  to  do  that,  in  my  opinion,  is  both  to  con- 
trol the  growth  of  existing  spending  programs,  be  very,  very  tough 
on  the  establishment  of  new  programs  and  on  their  growth,  and  to 
develop  programs  that  help  to  increase  economy,  increase  economic 
growth  and  improve  the  economy. 

In  my  view,  that  involves  t£ix  reforms  that  move  in  somewhat  of 
a  different  direction  than  has  been  proposed  by  the  President,  a 
bolder  move  to  tax  consumed  income,  which  would  eliminate  the 
double  taxation  of  savings,  and  generate  more  private  savings. 

It  would  eliminate  the  double  taxation  of  corporate  source  income 
for  corporate  investment  and  eliminate  the  tax  on  reinvested  cap- 
ital gains. 

I  realize  that  that  is  not  on  the  table  now,  but  it  is  something 
that  I  hope  this  committee  will  think  about  over  the  longer  term 
as  it  tries  to  grapple  with  the  problems  that  the  country  will  be  fac- 
ing for  the  significant  future. 

Again,  while  I  believe  we  should  be  trjdng  to  do  this  primarily, 
if  not  exclusively,  on  the  spending  side,  I  do  want  to  msike  it  clear 
that  there  are  differences  amongst  types  of  taxes  and  what  they 
are  likely  to  do. 

I  have  indicated  that  we  ought  to  be  dealing  with  consumption, 
not  savings  and  investment.  I  also  believe  that  there  is  ample  theo- 
retical and  ample  historical  evidence,  including  that  following  the 
1986  tax  reform,  that  establishes  the  following  simple  principal 
point. 

The  higher  tax  rates  go,  the  progressively  worse  is  the  economic 
harm  done  by  those  rates,  that  is  moving  from  31  to  32  will  raise 
some  revenue,  not  as  much  as  most  of  the  bureaucrats  project. 
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But  the  higher  up  you  go,  progressively  less  will  be  revised  be- 
cause there  will  be  more  and  more  of  an  incentive  to  shelter. 

I  believe  it  was  a  great  achievement  in  the  1980's  to  get  tax  rates 
down. 

Deficits,  as  you  know  fi'om  my  numerous  testimonies  before  this 
committee  and  private  conversations,  public  statements,  I  think, 
are  a  serious  problem.  But  getting  tax  rates  down  is  a  major,  major 
improvement. 

Now  that  we  have  broadened  the  base,  I  think  moving  to  raise 
tax  rates  in  any  significant  amount,  in  my  opinion,  will  cause  some 
substantial  misallocation  of  resources,  can  do  serious  potential 
harm  to  the  economy. 

It  is  likely  to  raise  far  less  revenue  than  projected.  And  even  the 
most  careful  study  I  have  seen  to  date,  by  Martin  Feldstein  and 
Dan  Feinberg  of  the  National  Bureau  of  Economic  Research  sug- 
gests that  it  will  raise  only  about  30  percent  of  projected  revenue. 

The  President's  proposal  will  raise — for  raising  income  tax  rates, 
will  raise  only  about  30  percent  of  the  revenue  that  Treasury  and 
the  Joint  Tax  Committee  project. 

I  would  also  add  something  that  is  of  the  particular  expertise  of 
this  committee,  that  we  ought  to  be  aware  that  a  sizable  fraction 
of  the  income  in  these  brackets  is  Subchapter  S  corporate  income. 

And  it  is  important  to  understand  that.  I  mean,  I  am  rich  by 
these  definitions.  And  if  it  will  help  the  country,  I  will  pay  more. 
If  we  can  control  spending  and  reduce  the  deficit,  I  will  help  the 
country.  That  is  fine  if  we  can  do  those  two  things. 

But  the  fact  of  the  matter  is,  to  the  extent  that  we  are,  by  raising 
the  income  tax  rates,  not  realizing  that  we  are  also  raising  cor- 
porate rates  on  those  Subchapter  S  corporations,  at  least  some  of 
which  are  avgiilable  to  reinvest  in  small  business  as  opposed  to  a 
doctor  doing — sheltering  income  or  something  of  a  sort. 

I  think  it  is  important  to  understand.  So  my  general  advice  is 
again,  deficits  are  very  important.  The  President  has  raised  the 
right  questions. 

I  am  dehghted  by  the  inquiry  I  got  and  the  questions  I  was 
asked  to  address  are  on  those  same  questions. 

I  am  very  concerned  that  the  movement  that  is  being  made  in 
this  program  could  wind  up  to  be  the  first  step  on  the  path  to  a 
series  of  more  spending  and  more  taxes,  perhaps  some  but  not  as 
much  deficit  reduction  as  people  would  like,  and  we  wind  up  gradu- 
ally progressing  toward  a  European-sized  share  of  government  in 
the  economy. 

I  think  that  would  be  a  bad  mistake,  if  it,  indeed,  was  allowed 
to  happen.  And  I  am  sure  that  this  committee  will  not  allow  it  to 
happen. 

Thank  you  very  much. 

[The  prepared  statement  of  Dr.  Boskin  appears  in  the  appendix.  1 

The  Chairman.  We  thank  you,  Dr.  Boskin. 

Since  you  mentioned  Martin  Feldstein,  we  invited  him  to  testify. 
He  has  sent  us  a  long  letter  which  is  quite  expUcit  on  your  point 
that  it  is  not  at  all  clear  that  the  estimated  revenues  could  be  had 
from  increasing  taxes — that  a  higher  marginal  tax  rate  could,  in 
fact,  eventuate  that  they  would  not  show  up  because  of  behaviors. 
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Dr.  BOSKIN.  Well,  I  think  we  are  at  an  age  where  taxpayers,  the 
median  taxpayer,  not  just  the  rich  taxpayer,  has  become  a  lot  more 
sophisticated. 

There  is  a  lot  more  mass  marketing  of  increased  home  mort- 
gages, deduct  the  interest,  and  avoid  the  taxes.  If  not  that,  some- 
thing else.  People  can  get  low  dividend  stocks  instead  of  high  divi- 
dend stocks.  They  can  move  from  wages  to  fringe  benefits,  things 
of  that  sort. 

The  Chairman.  Senator  Baucus,  wotdd  you  like  to  make  a  state- 
ment? 

Senator  Baucus.  No  statement.  Thanks. 

The  Chairman.  I  will  put  that  letter  of  Mr.  Feldstein's  into  the 
record  at  this  point. 

[The  letter  appears  in  the  appendix.] 

The  Chairman.  Have  there  been  any  chairmen  who  served  two 
Presidents?  I  think  there  has  been  one  other.  Dr.  Heller,  would  he 
have  been? 

Dr.  Stein.  That  is  right.  Of  course,  my  service  with  the  second 
President  was  very  brief. 

The  Chairman.  Not  less  distinguished. 

Dr.  Stein.  Anjrway,  Michael  Boskin  refers  to  having  previous 
conversations  with  you.  I  go  back  to  Harold  Kaudson  and  people 
like  that. 

STATEMENT  OF  HERBERT  STEIN,  PH.D.,  SENIOR  FELLOW, 
AMERICAN  ENTERPRISE  INSTITUTE,  WASHINGTON,  DC 

Dr.  Stein.  Anyway,  I  have  submitted  a  statement  which  is  only 
five  pages  long. 

The  Chairman.  It  will  be  put  into  the  record,  of  course. 

[The  prepared  statement  of  Dr.  Stein  appears  in  the  appendix.] 

Dr.  Steen.  And  I  will  give  you  a  summary  of  what  I  like  and  do 
not  like,  which  is  all  we  ever  do  anyway.  I  think  we  should  reduce 
the  budget  deficit. 

The  primary  reason  for  my  feeling  that  is  that  you  all  say  you 
are  going  to  do  it.  I  am  a  great  watcher  of  C-Span.  I  never  see  any 
Congressman  or  Senator  get  up  there  and  say  that  he  is  not  in 
favor  of  reducing  the  budget  deficit.  They  all  say  they  are.  And  I 
believe  honesty  is  the  best  policy  and  may  be  contagious. 

So  I  think  it  would  be  a  good  thing  for  the  country  if  you  would 
do  what  you  said  you  were  going  to  do.  And  if  you  are  not  going 
to  do  it,  say  you  are  not  going  to  do  it.  I  think  it  would  help  to  de- 
feat some  of  the  aimlessness  and  helplessness  that  abounds  in  this 
country. 

I  believe  that  the  Clinton  package  will  reduce  the  deficit  if  you 
adhere  to  it.  And  it  will  not  reduce  the  deficit  if  you  do  not  adhere 
to  it.  And  that  is  about  all  there  is  to  say  about  that. 

The  Chairman.  Now,  on  that  point,  we  have  just  had  Martin 
Feldstein  write  to  say  that,  no,  it  will  not. 

Dr.  Stein.  Well,  he  says  it  will  not  reduce  it  as  much  as  you 
think. 

The  Chairman.  Yes. 

Dr.  Stein.  And  also,  I  mean,  he  is  not  the  last  econometrician, 
as  you  know.  And  you  can  find  another  one  who  will  say  something 
different. 
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The  Chairman.  Oh,  that  other  economist.  [Laughter.] 

Dr.  Stein.  So  I  can  remember  all  those  econometricians  who  said 
how  much  we  are  going  to  raise  the  revenue  when  we  cut  the  taxes 
in  1981.  That  did  not  quite  work  out. 

An5rway,  I  am  not  particularly  impressed  with  this  law,  which 
Michael  Boskin  said  is  not  an  iron  law,  but  which  he  thinks  is  a 
law  of  some  kind,  a  fuzzy  law,  about  how  increasing  the  revenues 
will  increase  the  expenditures. 

I  do  not  think  you  are  here — if  I  may  say  so,  you  are  not  here 
to  predict  what  you  are  going  to  do.  You  are  here  to  decide  what 
you  are  going  to  do. 

And  if  you  spend  the  revenue,  that  will  be  because  you  decided 
to  do  it.  And  it  will  not  be  because  the  devil  made  you  do  it.  And 
you  have  to  decide. 

It  is  like  saying  that  an  alcohohc  should  not  stop  drinking  be- 
cause all  previous  experience  is  that  when  he  stopped,  he  started 
again.  And  at  some  time,  he  has  to  stop.  And  if  he  is  sufficiently 
determined,  he  wiU  stop.  And  I  think 

Senator  Packwood.  Would  it  be  fair  to  say  though,  doctor,  that 
we  might  possibly  predict  what  we  might  do  in  the  future  by  what 
we  have  consistently  done  in  the  past? 

Dr.  Stein.  No.  I  do  not  think  so  because  you  are  here  to  change 
it.  I  think  you  are  open  to  change.  I  hope  so.  If  I  did  not,  it  would 
be  a  hopeless  situation. 

Anyway,  I  think  that  the  Clinton  package  or  the  budget  resolu- 
tion that  you  just  adopted  will  not  reduce  the  deficit  after  5  years. 
So  more  is  needed,  either  now  or  later,  if  you  want  permanent  defi- 
cit reduction. 

I  suppose  this  is  water  over  the  dam,  but  I  think  the  stimulus 
package  is  bad  poUcy.  I  do  not  know  whether  the  stimulus  will  help 
or  hurt  us  right  now,  but  I  think  a  policy  in  which  you  say  that 
whenever  unemployment  is  7  percent  and  declining,  we  are  going 
to  declare  an  economic  emergency  and  say,  now,  we  have  to  depart 
fi-om  our  long-run  plan  of  budget  policy.  It  is  not  going  to  be  a  long- 
run  plan  of  budget  poUcy  because  you  will  have  a  lot  of  such  emer- 
gencies. 

So  I  think  this  is  not  the  kind  of  occasion  in  which  you  should 
adopt  an  emergency  program. 

I  do  not  think  that  the  deficit  reduction  proposed  now  or  even 
more  wiU  tend  to  depress  the  economy  on  the  demand  side  by  re- 
ducing the  demand  for  output. 

But  if  it  does,  I  think  that  it  is  the  function  and  the  responsibil- 
ity and  the  capacity  of  the  Federal  Reserve  to  help  keep  that  from 
happening.  So  I  would  not  worry  about  that. 

Now,  unlike  many  other  people,  I  am  not  concerned  about  the 
distribution  of  the  package  between  revenue  increases  and  expendi- 
ture cuts  in  general  because  I  do  not  think  anything  in  general  can 
be  said  about  the  merits  of  rsdsing  taxes  as  compared  with  cutting 
expenditures. 

They  are  both  ways  of  taking  money  away  fi"om  people.  And  what 
matters  is  who  you  take  it  away  from  and  under  what  conditions. 

There  are  some  expenditure  cuts  that  would  be  worse  than  some 
revenue  increases  and  vice  versa.  But  I  think  you  have  to  look  at 
the  particular  programs. 
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I  think  I  could  write  a  better  package  than  Mr.  Clinton  did.  And 
I  am  sure  that  Michael  Boskin  could  and  so  could  many  other  peo- 
ple, but  the  question  is,  would  you  enact  them  if  we  did  write 
them?  And  I  think  the  answer  is  probably  no. 

But  I  will  give  you  some  suggestions.  I  agree  very  much  with  Mi- 
chael that  we  should  stick  more  to  the  principle  of  the  1986  tax  re- 
form, try  to  remove  unfair  and  uneconomic  discriminations,  and  try 
to  raise  the  revenue  with  the  lowest  marginal  rates. 

Within  the  program  that  has  been  presented,  I  think  the  cor- 
porate rate  increase  is  a  mistake.  I  think  that  one  of  the  great  de- 
fects of  the  present  U.S.  tax  system  is  and  has  been  for  40  or  50 
years  the  double  taxation  of  corporate  income.  And  I  do  not  see  any 
reason  to  make  that  worse. 

I  would  like  to  eliminate  the  10-percent  surcharge  on  people  who 
are  quarter-millionaires.  I  think  that  is  just  a  kmd  of  flourish  of 
hostility  towards  people  who  are  making  a  moderate  amount  of 
money,  what  is  now  a  moderate  amount  of  money  in  this  country. 

I  think,  probably  the  man  who  runs  the  gas  station  down  on  the 
comer  near  the  Watergate  probably  makes  that  and  the  200  hitters 
in  baseball  make  that.  [Laughter.] 

Dr.  Boskin.  A  shortstop  that  hits  200  makes  that. 

Dr.  Stein.  That  is  what  I  meant.  I  do  not  mean  to  count  up  to 
200.  I  mean,  hitters  who  bat  200. 

I  remember  many  years  ago  during  the  war  when  a  committee 
with  which  I  worked — was  thanking  about  the  post-war  tax  system. 

A  very  wise  man  who  was  a  member  of  the  committee  said, 
**Well,  at  some  point,  there  ought  to  be  a  high  rate  on  incomes  that 
people  would  regard  as  kind  of  outrageous." 

And  they  sat  around  the  table  then  in  1942  or  1943  and  tried  to 
decide  what  that  was.  And  they  said  it  was  $1  milhon.  Well,  that 
would  now  be  $5  miUion  in  today's  dollars,  or  so. 

And  I  would  not  object  if  you  feel  that  there  is  a  certain  kind  of 
contribution  to  social  sohdarity  in  demonstrating  that  very,  very 
rich  people  make  large  contributions. 

But  I  think  to  start  it  at  $250,000  is  really  not  sensible.  It  is  not 
going  to  yield  very  much  revenue,  especially  if  you  have  the  kind 
of  thing  that  Michael  talks  about,  an  attempt  to  divert  revenue  in- 
comes from  taxable  sources. 

I  do  not  think  you  should  impose  an  energy  tax  on  the  business 
uses  of  energy.  I  think  for  one  thing,  it  is  very  dangerous  for  some 
kinds  of  businesses  that  are  high  energy  users  and  their  foreign 
competition. 

For  example,  there  is  the  case  of  aluminum,  where  you  can  go 
across  the  border  into  Canada  and  get  aluminum  for  energy  pro- 
duction at  a  very  low  price. 

And  also  businesses  that  use  large  amounts  of  capital  tend  to  use 
large  amounts  of  energy  so  that  a  high  energy  tax  is  kind  of  a  dis- 
criminatory teix  against  the  high-capital  using  businesses. 

I  am  not  in  favor  of  all  of  the  preferences  for  smaU  business  that 
are  in  the  President's  plan.  I  think  they  reflect  the  kind  of  roman- 
tic notion  about  the  exceptional  contribution  that  small  business 
mgLkes  to  employment  and  innovation  in  this  country.  And  I  do  not 
think  that  is  justified. 
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Since  I  have  suggested  several  tax  increases  that  I  would  not  like 
I  will  suggest  some  revenue  sources  I  would  prefer.  I  would  prefer 
to  begin  the  income  tax  rate  increase  at  a  somewhat  lower  level  of 
income  than  the  President  proposes. 

I  would  favor  a  higher  energy  tax  increase.  And  I 

The  Chairman.  A  higher  energy  tax  on  a  more  narrow  basis? 

Dr.  Stein.  On  consumer  use,  not  on  business  use. 

I  would  like  to  phase  out  the  earned  income  credit  faster.  We 
have  looming  over  us  the  prospect  of  how  are  we  going  to  finance 
the  health  care  thing.  But  at  some  point,  I  think,  we  ought  to  make 
health  benefits  provided  by  employers  t£ixable  as  income  to  the  re- 
cipient. 

On  the  expenditure  side,  I  would  not  favor  any  of  the  increases 
called  investments  in  the  President's  program,  except  those  that  I 
would  label  as  being  for  the  very  poor  because  I  think  that  the  real 
problem  in  this  country  is  the  problem  of  the  very  poor  and  the  as- 
sociated pathologies  that  go  with  that. 

As  I  look  over  the  President's  list  of  expenditure  initiatives  called 
investments,  I  would  think  about  one-quarter  of  them  fit  in  the  cat- 
egory of  having  something  to  do  with  improving  the  condition  of 
the  very  poor  people. 

I  think  there  are  a  lot  more  cuts  that  can  be  made  at  some  point 
also.  Maybe  this  can  come  up  in  the  health  care  thing.  The  enor- 
mous subsidies  involved  in  providing  medical  care  for  people  like 
me  who  are  over  a  certain  age  and  who  are  not  poor,  is  a  totally 
unjustified  cost  of  government.  It  runs  to  tens  of  biUions  of  dollars 
that  do  not  need  to  be  in  the  Federal  budget. 

So  those  are  my  views.  Thank  you. 

The  Chairman.  Well,  Senator  Baucus,  do  you  have  any  ques- 
tions? 

I  know  you  have  to  go  to  another  hearing. 

Senator  Baucus.  I  am  fine.  Thanks.  Except  I  was  a  little  bit  sur- 
prised. Dr.  Stein,  I  do  not  know  if  you  said  it  orally.  I  read  it  in 
your  written  statement  that  we  should  not  worry  about  spending 
on  investment,  but  rather,  I  think  I  heard  you  say  or  maybe  I  saw 
in  your  statement  that  expenditures  should  be  more  on  poverty — 
on  low-income  programs. 

It  has  always  been  my  thought  that  if  we  are  going  to  spend  dol- 
lars, we  should  tend  to  spend  for  the  longer  term,  that  is  on  invest- 
ment, infrastructure,  etcetera,  and  particularly  if  we  are  going  to 
reduce  the  budget  deficit  that  we  should  spend  our  dollars  thinking 
about  the  longer  term. 

Dr.  Stein.  Well,  there  are  a  lot  of  questions  involved  in  that.  And 
I  will  tell  you  what  my  view  is.  I  think  this  country  is  very  rich. 
And  I  think  it  is  getting  richer,  although  at  a  very  slow  rate. 

I  do  not  think  the  great  problem  of  this  country  is  not  that  it  is 
not  rich  enough  or  that  it  is  not  on  average  getting  richer  fast 
enough. 

So  I  think  the  great  problem  of  this  country  is  the  10  or  12  or 
13  percent  of  the  population  that  is  disadvantaged,  that  is  living 
in  the  state  of  persistent  unemployment,  low  education,  crime, 
drugs,  all  that,  that  whole  ball  of  wax. 

I  think  that  is  our  big  problem.  So  I  would  like  to  focus  our  at- 
tention on  doing  something  about  that. 
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Now,  as  far  as  the  investment  in  the  budget  is  concerned,  I  al- 
ways use  the  investment  in  the  budget  in  quotation  marks.  The 
CUnton  people  say  we  need  to  do  two  things:  we  need  to  increase 
investment  and  we  need  to  reduce  the  budget  deficit. 

Well,  I  regard  reducing  the  budget  deficit  as  a  way  of  increasing 
investment  that  is,  as  the  way  of  increasing  private  investment. 

And  I  do  not  share  their  preference  for  the  so-called  targeted  or 
government  managed  investment.  I  do  not  have  any  confidence 
that  that  will  be  more  productive  than  the  investment  that  we  will 
get  out  of  the  ordinary  market  process. 

I  am  just  amazed  that  the  President  says  that  we  have  a  govern- 
ment that  does  not  work.  And  then,  he  wants  to  give  them  all  of 
these  comphcated  and  sophisticated  assignments,  like  building  a 
high-speed  train.  Anyway,  I  am  not  in  a  particular  hurry  to  get 
anywhere.  [Laughter.] 

So  £inyway,  about  the  whole  question  of  promoting  growth 
through  the  budget  what  we  are  saying  is  that,  I  am  going  to  col- 
lect $10,000  in  taxes  fi-om  you  so  that  the  government  can  invest 
it  so  that  your  children  and  grandchildren  will  have  higher  income. 
Well,  if  I  cared  about  that,  I  could  take  the  $10,000  and  invest 
it.  And  my  children  and  grandchildren  will  have  higher  incomes. 

That  whole  argument  about  the  budget  as  a  means  of  promoting 
growth  in  the  future  seems  to  assume  that  we  are  all  very  childlike 
and  incapable  of  managing  our  affairs  and  that  you  need  to  take 
our  money  and  invest  it  for  us. 

That  is  why  when  I  come  down  to  it,  I  am  very  ambivalent  about 
the  importance  of  reducing  the  budget  deficit  as  an  economic  propo- 
sition. And  if  you  had  not  all  said  that  you  were  going  to  do  it,  I 
would  not  be  so  insistent  on  it. 

If  you  all  came  along  and  passed  a  resolution  sajdng  the  budget 
deficit  ought  to  be  4  percent  of  the  GDP  forever,  I  think  that  would 
be  a  discussable  proposition. 

What  offends  me  because  you  all  say  it  ought  to  be  zero.  And 
then  you  go  on  making  it  4  percent. 
Senator  Packwood.  Thank  you  very  much. 
The  Chairman.  I  detected  in  both  of  your  testimonies  a  certain 
willingness  to  live  with  the  deficit  larger  than  we  have  historically 
experienced. 

But  we  had  your  fi-iend  and  sometime  colleague,  Alan  Green- 
span, here  2  days  ago  saying  it  is  not  going  to  stay  at  4  percent. 
It  is  going  to  start  going  up.  It  will  start  compounding  in  some  gen- 
ersQ  sense  5  years  out.  On  that,  both  of  you  agree? 
Dr.  BOSKIN.  Yes. 

Dr.  Stein.  I  think  we  are  all  concerned.  I  think  we  should  be 
concerned  about  the  prospect  that  the  deficit  is  going  to  turn  up 
and  become  much  bigger. 

And  there  is  some  point,  some  size  of  budget  deficit,  at  which  the 
deficit  becomes  explosive.  If  the  deficit  is  very  large  relative  to  the 
growth  of  GDP,  then  the  debt  will  rise  faster  than  the  GDP.  Then 
interest  will  rise  faster  in  GDP  and  the  debt  and  deficit  will  get 
bigger  and  bigger. 
But  equilibrium  does  not  require  zero  budget  deficit. 
Dr.  BOSKIN.  That  is  correct. 
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Dr.  Stein.  You  can  go  on  forever  with  a  budget  deficit  that  is  2 
percent,  3  percent,  4  percent  of  GNP  if  the  GNP  is — I  am  an  old 
fellow.  I  still  say  GNP  when  I  should  say  GDP. 

But  anyway,  if  the  GNP  is  rising  in  nominal  terms  at  6  percent, 
you  can  stabilize  with  a  budget  deficit  at  4  percent. 

So  if  you  say  the  thing  is  not  explosive  and  you  can  live  with  it, 
then,  you  have  a  simple  question  of  how  much  do  we  want  to  de- 
press consumption  and  other  goodies  now  for  the  sake  of  the  fu- 
ture. That  is  a  question  of  social  judgment. 

And  what  I  was  saying  at  the  end  is  you  are  kind  of  interposing 
your  social  judgment  as  against  the  sum  of  the  individual  judg- 
ments of  the  American  people  because  if  they  all  cared  a  great  deal 
about  the  fact  that  their  children's  and  grandchildren's  income  is 
not  going  to  be  doubled — is  not  going  to  double  until  100  years, 
they  could  do  something  about  it. 

Dr.  BOSKIN.  Now,  I  would  add  to  that  the  fact  that  Americans, 
I  think,  are  quite  concerned  about  the  apparent  passage  of  larger 
habilities  to  the  future. 

What  I  tried  to  say  in  the  earlier  part  of  my  testimony,  as  part 
of  the  general  initiative  I  tried  to  launch  when  I  was  in  the  govern- 
ment improving  the  quality  of  the  statistics  is  that  the  way  we 
measure  the  budget  deficit  is  a  very  imprecise  and  imperfect  meas- 
ure of  that  and  very  incomplete. 

And  also  obviously,  it  depends  on  what  else  is  going  on  in  the 
economy.  If  we  are  developing  a  lot  of  private  assets,  if  we  are 
strengthening  our  school  system,  and  so  on,  one  would  be  less  con- 
cerned about  the  deficit. 

I  also  think  that  it  is  important  not  to  delude  ourselves  that  we 
could  reduce  the  budget  deficit  very,  very  quickly  as  some  have  pro- 
posed, 2  or  3  years  or  something  of  that  sort,  and  not  do  a  lot  of 
harm  to  the  economy  in  the  short  run.  I  think  that  is  a  fallacious 
proposition. 

So  I  beheve  quite  strongly  we  need  to  control  the  budget.  We 
need  to  get  it  on  a  downward  course.  We  need  to  get  it  down  and 
down  further. 

We  need  to  do  much  more  on  the  spending  side,  in  my  opinion, 
because  I  think  that  is  likely  to  be  a  lot  more  permanent.  While 
it  is  difficult  to  do,  it  is  likely  to  be  more  permanent  trying  to  do 
it  on  the  tax  side. 

The  Chairman.  That,  of  course,  is  Senator  Packwood's  question. 

Senator  Packwood.  My  ultimate  question. 

And  I  am  little  confused  by  Dr.  Stein's  answer.  Is  it  your  per- 
sonal view  that  you  do  not  mind  living  with  a  certain  deficit  as 
long  as  it  does  not  get  too  big?  Or  is  it  your  personal  view  that  we 
ought  to  be  trying  to  narrow  it  down? 

Dr.  Stein.  Well,  leaving  aside  the  question  of  honesty  and  doing 
what  you  said  you  would  do 

Senator  PACKWOOD.  Not  what  we  would  do,  what  you  would  do. 

The  Chairman.  But  he  has  made  the  point  that  if  we  keep  saying 
we  should  do  it,  then,  maybe  we  should.  [Laughter.] 

Senator  Packwood.  I  understand. 

Dr.  Stein.  But  if  you  started  this  from  scratch,  I  \yould  not  re- 
gard reducing  the  budget  deficit  as  the  primary  objective.  This  will 
be  a  question  of  priorities. 


96 

If  you  ask  me,  would  I  rather  reduce  the  budget  deficit  by  $10 
biUion  or  eUminate  the — or  spend  the  $10  billion  on  Head  Start,  I 
would  say  I  would  rather  spend  the  $10  billion  on  Head  Start. 

If  you  ask  me,  would  you  rather  reduce  the  budget  deficit  by  $10 
billion  or  spend  the  $10  bUlion  on  a  super  colUder,  I  would  say  re- 
duce the  budget  deficit. 

Senator  Packwood.  Well,  let  me  ask  on  your  statement  on  page 
3  where  you  say,  'The  great  argument  over  the  portion  of  the  defi- 
cit reducing  package  that  consists  of  tax  increases  rather  than  ex- 
penditure cuts  is  meaningless  and  demagogy. 

There  is  no  general  economic  or  pohtical  distinction  between  ris- 
ing taxes  and  cutting  expenditures  and  no  general  reason  to  prefer 
one  over  the  over.  Both  are  taking  money  from  people." 

Does  it  make  any  difference  then,  whether  we  tax  and  spend  30 
percent  of  the  GDP  or  we  tax  and  spend  50  percent  of  the  GDP? 

Dr.  Stein.  Well,  you  would  have  to  tell  me  what  you  are  taxing 
and  spending  it  for. 

Senator  PACKWOOD.  Well,  let's  take  what  Dr.  Boskin  said.  He 
says  this  moving  more  toward,  if  we  keep  going  the  way  we're 
going,  to  a  European-style  taxing  and  spending.  And  we  would  un- 
doubtedly spend  it  if  we  do  like  they  do  on  more  social  welfare  leg- 
islation. 

Dr.  Stein.  Well,  I  would  not  be  in  favor,  if  you  stipulate  that  that 
is  what  we  are  going  to  spend  it  for.  Beyond  some  point,  I  would 
think  that  would  not  be  a  good  idea. 

Senator  Packwood.  Well,  Head  Start  is  one  of  those  programs. 

Dr.  Stein.  I  believe  that  if  we  could  spend  more  money  in  way 
which  would  increase  the  productivity  and  earnings  of  the  poor 
people,  I  would  be  for  it. 

Senator  Packwood.  Could  we  spend  45  to  50  percent  of  the  GDP 
all  on  programs  that  you  would  define  as  that? 

Or  at  some  stage  you  would  think:  I  am  not  sure  of  all  of  those 
programs  no  matter  how 

Dr.  Stein.  At  some  stage,  I  would  think — but  we  have  spent  45 
percent  of  the  GDP  on  purposes  that  I  thought  were  very  impor- 
tant. We  did  it  during  World  War  II,  but  that  is  not  our  situation. 

Senator  PACKWOOD.  No. 

Dr.  Stein.  If  you  could  tell  me  what 

Senator  Packwood.  No.  In  1944  and  1945,  we  were  spending  40 
percent  of  the  GDP  and  90  percent  of  the  budget  on  the  miUtary. 

Dr.  Stein.  Right. 

Senator  PACKWOOD.  And  we  thought  it  was  necessary.  And  we 
borrowed  half  of  it.  The  military  budget  today  would  be  $2.3  triUion 
if  we  were  spending  on  the  same  basis  that  we  were  spending  in 
1944  and  1945. 

But  what  I  fear  in  those  charts  that  I  sent  you — that  are  not  my 
figures,  they  are  just  either  Library  of  Congress  or  the  Congres- 
sional Budget  Office  or  what  not — show  two  trends. 

It  is  not  a  Newtonian  law,  I  grant  you  that.  But  the  trend  seems 
to  be,  if  we  have  the  money,  we  will  spend  it.  We  very  seldom  re- 
fund it  to  the  taxpayer.  If  we  have  money  or  if  we  raise  taxes,  we 
have  spent  it  in  the  past. 


97 

Dr.  Stein.  But  we  did  not  spend  it  plus  4  percent  of  the  GDP 
in  the  past.  There  did  not  seem  to  be  any  iron  law  which  required 
us  to  run  a  deficit  equal  to  4  percent  of  the  GDP. 

Senator  Packwood.  Oh,  no.  I  agree. 

Dr.  Stein.  So  that  is  what  our  problem  is.  And  all  you  could  ob- 
serve in  the  past  is  that  by  and  large,  except  in  times  of  war  or 
in  times  of  depression,  we  spent  no  more  than  we  collected. 

And  that  all  changed  in  1981.  Then,  for  the  first  time — unless 
you  consider  that  to  be  a  war  time.  Then,  for  the  first  time  in  a 
period  of  fairly  high  emplo3mient,  we  spent  a  lot  more  than  we  col- 
lected. 

Senator  Packwood.  Let  me 

Dr.  Stein.  I  think  that  something  there  changed.  And  that  was 
not  an  iron-law  pohtic,  but  it  was  politics. 

Senator  Packwood.  Let  me  say  something — because  I  have  sent 
these  figures  to  the  chgiirman  before — about  1981.  From  the  sum- 
mer of  1980  until  about  the  summer  of  1981,  both  the  Congres- 
sional Budget  Office  and  0MB  were  predicting  significant  sur- 
pluses by  1984,  1985,  or  1986,  I  mean,  in  the  magnitude  of  $150 
to  $225  biUion. 

And  these  were,  as  I  say,  the  CBO  under  Alice  Rivlin  and  OMB 
under  President  Carter  and  then  under  President  Reagan.  And 
when  the  President  presented  his  tax  cuts  in  1981,  Treasury  in 
their  projections  reduced  the  revenue  projections  almost  dollar  for 
dollar  with  the  tax  cuts.  They  did  a  static  projection. 

And  when  they  did  it,  here  was  their  argument,  "If  we  don't  cut 
the  taxes  and  we  have  those  kinds  of  surpluses,  we  will  spend  it." 

So  I  do  not  think  based  upon  what  we  thought  our  revenues  were 
going  to  be,  it  is  fair  to  say  that  was  the  philosophy,  at  least  of  this 
committee,  when  we  did  it. 

And  then,  there  are  three  things  to  remember  about  what  we 
did.  Or  one  thing  about  we  did  emd  two  things  about  what  we  did 
not  know. 

When  President  Reagan  submitted  his  budget,  he  did  not  have 
any  indexing.  We  are  the  ones  that  indexed  it. 

Dr.  Stein.  Yes. 

Senator  Packwood.  And  we  could,  as  I  recall,  assume  just  about 
a  1.4  to  1.5  percent  increase  in  revenues  for  each  1  percent  in- 
crease in  inflation.  That  is  the  first  thing.  We  did  that,  not  him. 

Two,  we  were  projecting  9,  10,  15  percent  inflation  for  the  next 
2  or  3  or  4  years.  And  none  of  us  were  predicting  a  recession. 

When  you  add  all  of  those  together — and  it  is  no  wonder  our  rev- 
enues fell.  But  I  am  not  sure  it  is  to  say  that  was  the  conscious 
decision  in  1981. 

Dr.  Stein.  Well,  that  is  a  very  much  disputed  period  of  history. 
And  I  do  not  remember  it  all.  What  I  do  remember  is  that  when 
these  projects  that  you  referred  to,  the  first  projections  that  you  re- 
ferred to,  and  I  think  particularly  of  then-candidate  Reagan's  eco- 
nomic speech  in  September  of  1980.  And  he  had  these  projections 
of  how  big  the  revenue  was  going  to  be  and  therefore  all  the  room 
there  was  for  cutting  taxes. 

The  fatal  flaw  in  that  was  that  these  projections  assumed  a  very 
high,  long  continued  inflation  rate.  Whereas  it  was  also  p£irt  of  his 
program  that  we  were  not  going  to  have  that  inflation  rate. 
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Then,  when  they  came  into  office  and  you  had  some  people  sit- 
ting down  with  the  figures,  they  reaUzed  that  that  all  was  not 
going  to  work.  And  we  had  a  whole  new  look  at  the  budget.  I  do 
not  think  anyone  then  anymore  after  the  Reagan  team  came  in  was 
still  prechcting  14,  15  percent  inflation  rates. 

And  there  is  a  disagreement  now  among  people  who  were  around 
about  whether  Mr.  Reagan  actually  thought  cutting  the  taxes 
would  raise  the  revenue.  They  thought  they  were  going  to  get  a  lot 
more  revenue  than  they  did. 

Dr.  BOSKIN.  My  argument  is  a  little  bit  more  complex  and  has 
several  different  components  to  it.  One  is,  if  it  is  there,  they  will 
spend  it  view.  And  I  seiid  I  do  not  think  that  is  an  iron  law,  but 
it  is  a  lot  more  than  a  rendering. 

There  are  enormous  pressures  to  spend.  I  think  this  comes  in 
very  good  political  science  reasons  for  this  that  the  way  people  re- 
ceive concentrated  benefits  whether  those  are  producers  subsidized 
in  a  particular  agricultural  product  or  whatever  it  happens  to  be. 

Well,  it  is  hard  to  get  that  undone.  And  it  is  easier  for  them  to 
get  their  wiU  done  in  the  country  than  the  diffuse  interests  of  the 
general  taxpayer.  And  I  think  that  general  principle  has  lots  of 
other  corollaries,  but  I  think  that  there  are  lots  of  pressures  to 
spend. 

There  is  also  a  tendency  on  the  part  of  the  Congress,  concerned 
about  problems,  to  think  that  spending  on  them  will  solve  the  prob- 
lems. Sometimes  it  does.  Sometimes  it  does  not.  Sometimes  it  does 
more  harm  than  good. 

But  the  history  that  I  was  particular  interested  in,  is  the  history 
of  new  programs.  And  part  of  it  was  over  the  years  in  Republican 
and  Democratic  administrations  and  on  Capital  Hill  involved  as 
budget  gimmicks.  You  only  do  5  years.  You  start  something  in  the 
middle  of  the  fiscal  year.  And  it  does  not  look  bad  at  the  start  or 
whatever. 

But  there  is  a  very  distinct — a  political  scientist,  I  think,  would 
call  this  a  law.  It  would  not  elevate  itself  to  a  law  by  the  more  rig- 
orous quantitative  standards  of  economists,  but  programs  to  grow. 

The  constituencies  grow.  They  become  more  powerful.  Things 
that  may  not  be  called  entitlements  even  in  the  jargon  of  Washing- 
ton, the  recipients  think  of  as  entitlements.  And  it  is  very  hard  not 
to  vote  them  year  after  year  and  so  on. 

So  I  am  very  concerned  when  I  look  at  the  structure  that  is  being 
proposed,  the  new  spending  programs  and  very  little  cuts  in  any- 
thing other  than  defense. 

And  that,  I  think,  is  going  to  lead  the  pressure  so  both,  from  the 
revenue  side  getting  less,  from  the  spending  side  being  a  lot  more 
than  you  are  likely  to  see  in  these  figures. 

I  think  there  is  a  legitimate  concern,  if  history  is  any  guide,  that 
you  ought  to  be  very  concerned  that  this  committee  will  in  short 
order  be  back  worried  about  more  entitlement  savings,  more  tax  in- 
creases, etcetera.  And  you  will  be  chasing  kind  of  a  moving  target, 
not  for  necessarily  any  ill  will,  but  this  process  just  continues  on 
and  on. 

The  Chairman.  I  cannot  forget  the  fact  that  you  have  told  us 
that  you  have  to  be  out  of  here  by  a  quarter  after  one. 

Dr.  BOSKIN.  Yes. 
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The  Chairman.  And  we  have  five  minutes.  Could  I  just  say — it 
is  Httle  abstract — I  £im  surprised  that  Dr.  Stein  would  not  w£tnt  to 
fund  the  super  collider. 

Now,  surely,  there  is  a  role  for  it.  I  mean,  what  is  an  organized 
society  for?  What  will  a  super  colHder  do? 

It  will  add  to  the  culture.  We  will  know  more  about  physics  than 
we  have  known.  And  nobody  is  going  to  pay  for  that.  And  so  it  is 
not  going  to  happen  unless  everybody  wants  it. 

Dr.  Stein.  But  we  do  not  need  it  this  year.  I  mean,  we  do  not 
need  to  know  that  right  now.  There  are  a  lot  of  things.  We  do  not 
know  as  much  as  we  already  know.  Most  of  us  do  not.  [Laughter.] 

I  do  not  have  an  objection  to  government  financing  some  sci- 
entific research,  but  this  is  a  period  in  which  there  are  budget  con- 
straints. We  must  make  some  choices. 

The  Chairman.  And  remember  that  old  question,  cui  bono.  Thir- 
ty years  in  the  evaluation  search  has  produced  a  fair  degree  of 
skepticism  about  what  works,  but  we  do  know  who  gets. 

And  it  is  rarely  what  they  are.  It  is  something  that  you  are  sup- 
posed to  work  for.  And  if  you  would  always  ask  yourself,  what  is 
the  median  income  of  the  person  who  received  this  government 
money  which  is  designed  to  help  persons  lower  than  themselves, 
you  will  find  a  pattern  of  this. 

I  would  ask  just  a  general  question.  Maybe  it  is  a  little  too  ab- 
stract. We  had  hoped  to  have  Bill  Baumol  here.  He  could  not  come. 

Has  there  been  a  migration  of  activities  into  the  public  sector, 
where  you  have  a  cost  disease  problem,  and  a  comparative  cost  rise 
because  of  the  accessibiUty  to  productivity  gains  in  chamber  music 
in  kindergarten  as  against  telecommunications?  Isn't  there  a  Uttle 
bit  of  that? 

Dr.  BOSKIN.  I  believe  that  that  can  be  demonstrated  empirically, 
but  I  will  remember  on  what  the  overwhelming  bulk  of  the  Federal 
Grovemment  spends  its  receipts,  whether  taxes  or  borrowed  on,  are 
transfer  payments  back  to  people. 

The  Chairman.  Right. 

Dr.  BOSKIN.  But  in  State  and  local  governments,  I  think,  this  is 
a  particular  problem. 

The  Chairman.  Yes.  I  do,  too. 

Dr.  BOSKIN.  And  we  really  do  not  have  in  the  Federal  Grovem- 
ment— we  did  not  have  it  when  I  was  in  the  Federal  Government, 
trying  to  improve  the  cost  benefit  analysis  somewhat. 

We  do  not  have  the  rigorous  review  procedures,  whether  that  is 
zero-based  budgeting,  whether  that  is  changing  the  baseline  fi*om 
we  will  assume  that  over  5  years,  this  will  be  privatized  or  it  wiU 
be  phased  out  and  replaced  with  vouchers  and  the  bureaucrats  wiU 
be  ehminated. 

And  it  will  not  be  done  as  part  of  a  large  pubhc  bureaucracy  as 
a  way  of  dealing  with  the  cost  as  baseline. 

And  you  have  to  justify  why  you  are  going  to  deliver  better  serv- 
ices doing  it  through  government  bureaucracy  than  doing  it  by  giv- 
ing people  the  resources  to  buy  from  the  private  sector. 

We  do  not  have  anything  like  that.  And  we  do  not  have  the  dis- 
ciphne  of  the  market.  Now,  a  lot  of  projects  fail  ex  post  in  the  pri- 
vate sector,  but  ex  ante,  there  is  a  discipline  of  the  mairket. 
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Dr.  Stein  mentioned  that  earlier  when  he  was  talking  about 
being  underwhelmed  with  the  preference  for  public  investment  ver- 
sus private  investment. 

There  were  many  of  the  things  that  I  did  at  CEA  where  the  na- 
ture of  taking  something  I  was  almost  certain  had  benefits  that 
maybe  were  a  third  of  the  cost  and  trying  to  reduce  it  in  half. 

And  that  was  what  I  was  trjdng  to  help  our  citizens  that  way  by 
cutting  back  projects  that  were,  indeed,  investments  in  the  me- 
chanical sense  that  they  were  going  to  be  long  lived  and  last  a  long 
time,  but  not  only  did  not  have  a  positive  rate  of  return,  but  almost 
certainly  would  not  recover  the  original  capital  expenditure. 

The  Chairman.  A  fair  point.  It  is  just  that  still  there  are  some 
things  that  adorn  the  republic.  I  frankly  think  the  moon  landing 
was  one  and  the  super  collider  is  another. 

Now,  we  did  not  learn  anything  in  the  moon  landing,  but  it  was 
great  TV.  And  the  super  collider  will  just  add  to  the  culture  of  the 
species. 

Dr.  BOSKIN.  Well,  I  will  not  get  specific  about  the  super  collider. 
I  would  make — since  I  am  going  to  have  to  leave  in  a  moment,  if 
I  can  take  advantage  of  my  long-standing  relations  with  this  com- 
mittee and  each  of  you  and  just,  as  it  looks  inevitable  that  the 
budget  resolution  is  passed  and  the  committees  are  going  to  be  in- 
structed and  so  on,  I  would  like  to  second  some  of  the  things  that 
Dr.  Stein  said  and  others,  in  turn,  to  try  to  be  constructive. 

I  have  indicated  that  I  could  not  support  the  President's  program 
because  I  thought  it  would  not  help  the  economy,  indeed,  the  re- 
verse. It  would  more  likely  damage  the  economy  than  help  it. 

But  I  do  beUeve  as  you  turn  to  the  tax  side  and  so  on,  moving 
from  the  general  principles,  I  would  strongly  endorse  removing  the 
business  uses  from  the  energy  tax,  if  an  energy  tax  is  going  to  re- 
main. I  think  that  makes  a  lot  of  sense. 

The  Chairman.  Would  you  give  a  very  rough  estimate  of  what 
proportion  of  energy  use  is  by  business? 

Dr.  BOSKIN.  It  is  well  under  half,  but  it  is  sizable. 

The  Chairman.  Under  half? 

Dr.  BOSKIN.  I  think  it  is  under  half,  but  it  is  sizable. 

The  Chairman.  The  rest  is  on  wheels  and  home  heating? 

Dr.  BOSKIN.  That  is  right.  I  understand  the  politics  of  trying  to 
have  everybody  but  the  voters  think  that  they  are  paying  for  all 
of  this.  But  the  fact  is  the  voters  are  going  to  pay  for  it,  whether 
that  is  passed  on  in  the  prices  of  the  goods,  whether  that  is  in  the 
health  care  system. 

If  you  tax  the  providers,  they  are  going  to  pay  for  it  in  either  less 
care  or  the  costs  are  going  to  get  passed  forward  or  you  are  going 
to  have  price  controls.  And  they  are  going  to  wind  up  having  less 
care  and  so  on. 

So  even  though  I  understand  the  argument,  I  have  heard  it  from 
members  of  this  committee,  I  think  not  either  of  you,  that,  well,  we 
do  not  want — keep  in  mind,  people,  when  they  show  up  at  the 
pump  or  whatever,  we  want  it  removed. 

The  fact  is  taxes  are  paid  by  people  eventually.  They  are  paid  by 
our  citizens.  And  we  ought  to — if  we  are  raising  revenue,  you  ought 
to  try  to  do  that  in  a  way  that  hsirms  the  economy  the  least. 
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That  means  to  try,  to  the  extent  you  can,  scale  back  the  rate  in- 
creases, make  it  on  consumption,  not  on  business  use.  Do  not  harm 
our  international  competitiveness.  Do  not  raise  the  corporate  rate 
if  you  can  avoid  that,  things  of  that  sort. 

The  Chairman.  Senator  Grassley  is  here.  And  I  know  you  have 
to  leave. 

Dr.  BOSKIN.  Yes. 

The  Chairman.  Senator  Grassley,  Dr.  Boskin  has  to  leave. 

Senator  Grassley.  Yes.  I  think  Dr.  Boskin  should  be  allowed  to 
go.  He  should  not  be  penalized  just  because  I  am  late.  I  can  maybe 
ask  a  couple  of  questions.  Is  Dr.  Stein  going  to  stay  around? 

The  Chairman.  Fine. 

Would  you  be  able  to  do  it? 

Before  Dr.  Boskin  departs,  I  think  it  ought  to  be  noted  that  there 
is  a  tremendous  struggle  just  now  as  to  whether  Stanford  Univer- 
sity should  be  provided  Federal  funds  for  the  development  of  what 
is  called  a  B-factory,  which  is  designed  to  study  the  sub-particles 
of  quarks. 

Dr.  Boskin.  Yes. 

The  Chairman.  And  knowing  any  more  about  quarks  could  do 
nothing  more  than  add  to  the  joys  of  Murray  Gellmann  and  the  leg- 
acy of  American  civihzation  and  the  honor  of  Stanford. 

But  in  any  event,  I  share  your  notion  that  there  is  some  value 
in  the  advancement  of  knowledge  that  may — and  that  at  some 
point  you  have  to  have  a  notion  that  you  are  willing  to  have  a 
small  portion  of  society's  portfolio  devoted  to  that. 

And  it  is  definitely  a  portfolio.  Some  small  fraction  of  it  will  reap 
commercial  benefits.  Some  will  enrich  society.  Much  of  it  will  go 
unnoticed  in  musty  libraries. 

I  share  that  view  without  getting  specific  about  any  specific 
project. 

The  Chairman.  Thank  you  very  much,  doctor. 

Dr.  Boskin.  It  is  always  a  pleasure  to  be  here. 

The  Chairman.  Senator  Grassley,  Dr.  Stein  is  all  yours. 

Senator  Grassley.  Well,  he  does  not  have  to  worry.  [Laughter.] 

And  I  am  sorry  I  missed.  Dr.  Boskin,  what  you  had  to  say,  and 
also  Dr.  Stein,  but  I  had  another  meeting  I  had  to  be  at  with  the 
Attorney  General. 

You  may  have  expressed.  Dr.  Stein,  some  agreement  with  a  ques- 
tion that  I  am  going  to  ask  you  about,  but  I  would  ask  for  further 
observation.  And  this  is  in  reference  to  a  1986  General  Accounting 
Office  report  that  dealt  with  an  analysis  of  the  1983  stimulus  pack- 
age. 

It  found  that  a  job  creation  program  is  effective  if,  in  the  first 
instance,  legislation  is  enacted  as  soon  as  possible  after  a  recession 
is  identified. 

Secondly,  funds  are  spent  quickly.  And  people  are  hired  when  the 
economy  needs  new  jobs.  And  three,  funds  are  spent  before  the 
economy  recovers. 

Assuming  you  agree  with  that  criteria,  because  that  is  what  the 
GAO  report  saiid,  it  would  appear  that  the  President's  stimulus 
package  would  be  ineffective,  while  at  the  same  time,  it  would  in- 
crease the  deficit.  I  would  like  to  have — of  course,  that  is  my  con- 
clusion. 
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But  I  would  like  to  have  your  comment  on  whether  or  not  you 
would  see  the  President's  stimulus  package  violating  what  the 
principles  the  General  Accounting  Office  felt  were  so  necessary  for 
a  stimulus  to  work,  at  least  as  it  related  to  the  1983  one. 

Dr.  Stein.  Well,  I  agree  with  those  criteria.  And  I  already  indi- 
cated I  do  not  think  the  stimulus  package  is  good  policy  at  this 
time. 

I  think  that  you  have  to  have  some  general  rules  or  principles 
about  how  you  will  behave.  And  I  think  the  rule  or  principle  ought 
to  be  that  the  departure  of  the  economy  from  its  desired  path  ought 
to  be  fairly  extreme  if  it  is  going  to  justify  departure  from  a  seri- 
ous, well-established  path  for  the  budget  and  for  the  deficit. 

Aiid  I  do  not  think  that  the  present  situation  is  in  that  extreme 
category.  It  may  turn  out  that  the  stimulus  package  adopted  now 
will  be  just  right.  I  cannot  predict  that. 

I  mean,  it  may  turn  out  that  if  you  bet  on  all  the  horses  whose 
name  starts  with  S,  that  will  turn  out  to  be  just  right.  [Laughter.] 

But  that  would  not  be  a  general  good  rule  of  behavior.  And  so 
I  do  think  this — and  I  have  been  through  a  great  many  of  these 
things  in  1958  and  in  1971  and  in  1975. 

And  I  think  the  record  is  very  poor  of  our  ability  to  adapt  a  fiscal 
policy  to  meet  the  needs  of  recessions.  And  I  think  in  many  of  those 
cases,  the  situation  was  much  clearer  than  it  is  today. 

Senator  Grassley.  So  in  addition,  then,  the  criteria  laid  out  by 
the  General  Accounting  Office  are  as  reasonable  a  benchmark  now 
as  they  were  in  1983? 

Dr.  Stein.  Yes.  I  would  have  a  somewhat  different  benchmark. 
I  would  say  that  you  have  to  be  in  a  quite  serious  recession. 

If  you  say  that  you  want  to  act  early,  it  is  a  good  thing  to  say, 
but  you  do  not  know.  You  do  not  know  in  time.  You  do  not  act  in 
time.  So  you  are  going  to  miss  the  boat  somewhat. 

But  I  think  you  would  have  to  be  far  away  from  where  you  would 
like  to  be.  So  you  have  to  be  in  a  situation  so  far  from  high  employ- 
ment and  potential  output  that  if  you  do  overshoot  the  mark,  it  wUl 
not  be  by  much. 

And  I  do  not  think  that  is  the  case  today.  If  there  was  a  case, 
it  would  have  been  best  if  it  could  have  been  done  in  the  beginning 
of  1991. 

But  even  at  the  beginning  of  1992,  there  was  more  reason  to  do 
it.  And  I  testified  then  that,  if  things  did  not  seem  to  be  getting 
better,  we  should  take  some  fiscal  steps.  But  certsiinly  not  now. 
Well,  I  should  not  say  certainly,  but  I  do  not  think  so. 

Senator  Grassley.  On  the  question  of  taxes  and  what  impact 
they  will  have  negative  or  positive  on  the  President's  program,  the 
administration  keeps  making  the  point  that  whatever  negative  as- 
pects there  are  about  increased  taxes  is  going  to  be  outweighed  by 
decreased  interest  rates. 

Now,  yesterday.  Chairman  Greenspan  contended  that  interest 
rates  will  not  come  down  unless  the  deficit  is  reduced  beyond  the 
5-year  budget.  And  that  is  what  we  are  working  on  today  is  a  5- 
year  budget. 

Greenspan  agreed  that  the  President's  plan  would  not  reduce  the 
deficit  beyond  the  5-year  plan  and  would  not  purge  the  inflation  ex- 
pectations that  exists  in  the  system. 
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The  plan,  therefore,  would  not  affect  long-term  interest  rates,  as 
the  administration  argues  that  it  would. 

I  would  like  to  have  your  assessment,  not  only  of  what  Green- 
span said  and  I  hope  I  gave  justice  to  his  position  and  statement 
yesterday,  but  also  how  you  feel  the  whole  argument  about  interest 
rates,  they  are  coming  down  offsetting  whatever  negative  impact 
there  is  of  increased  taxes. 

Dr.  Stein.  Well,  I  think  the  decline  of  interest  rates  will  offset 
the  negative  effect  of  increased  t£ixes  on  the  demand  side  of  the 
economy.  And  if  they  do  not,  I  think,  then,  it  is  up  to  Mr.  Green- 
span to  see  that  they  do. 

Senator  Grassley.  Now,  you  are  talking  about  for  this  5-year  pe- 
riod of  time?  And  I  wanted  to  focus  on  beyond  the  5-year  period. 

Dr.  Stein.  Well,  I  think  it  is  important,  it  would  be  a  great  ad- 
vantage if  you  could  do  something  which  would  indicate  that  you 
are  not  going  to  allow  the  deficit  to  raise  again  after  1996  or  1997, 
as  it  will,  even  with  the  present  budget  resolution. 

So  I  think  that  is  important.  And  I  said  earlier  in  my  testimony 
that  even  now  or  later,  you  are  going  to  have  to  deal  with  that  pro- 
spective increase  in  the  deficit.  And  it  would  be  better  if  you  could 
deal  with  it  now.  But  you  were  up  all  night  last  night. 

Now,  as  far  as  the  inflation  expectation  is  concerned,  I  really 
think  that  is  Mr.  Greenspan's  problem  and  not  your  problem. 

I  think  that  we  can  have  stable  price  levels  or  a  low  rate  of  infla- 
tion with  big  budget  deficits,  or  with  a  rise  in  budget  deficits  if 
they  are  not  rising  at  an  unexpected  and  unforeseen  way,  if  the 
monetary  policy  is  managed  appropriately.  And  that  is  what  his  re- 
sponsibility at  the  Federal  Reserve  is. 

I  note  that  the  Chairmen  of  the  Federal  Reserve  always  love  to 
come  up  here  and  talk  very  explicitly  about  fiscal  policy  and  very 
cagily  about  monetary  poHcy.  [Laughter.] 

The  Chairman.  On  that  note.  Dr.  Stein,  it  is  a  rare  privilege  for 
us  to  have  someone  who  started  working  on  the  political  economy 
in  the  recession  of  1938  and  gone  through  one  disaster  after  an- 
other. And  he  is  still  here  and  so  are  we. 

Dr.  Stein.  Thank  you  very  much.  It  has  been  a  pleasure. 

The  Chairman.  It  is  a  big  honor  to  have  you,  sir. 

He  has  watched  some  chairmen  of  the  Federal  Reserve  Board  in 
his  time. 

Now,  our  closing  panel  we  are  very  happy  to  have  here.  We  see 
Dr.  Wiiite.  We  see  Dr.  Levy.  We  see  Dr.  Olson. 

So  gentlemen,  will  you  come  forward?  Again,  we  are  very  much 
aware  that  we  have  put  you  out  of  your  arrangements.  Both  Dr. 
White  and  Dr.  Levy  have  had  problems  of  some  length  for  this  pur- 
pose. And  you  sire  all  the  more  welcome,  sirs. 

I  see  David  Levy  in  the  room.  And  I  would  like  to  welcome  you. 
He  is  a  member  of  the  faculty  at  the  Jerome  Levy  Institute.  And 
S  Jay  Levy  is  the  lead-off  witness. 

STATEMENT  OF  S  JAY  LEVY,  CHAIRMAN,  THE  JEROME  LEVY 
INSTITUTE,  BARD  COLLEGE,  ANNANDALE-ON-HUDSON,  NY 

Mr.  Levy.  Thank  you,  Chairman  Moynihan  and  Senator  Pack- 
wood  and  Senator  Grassley  for  this  opportunity. 
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Let  me  begin  by  sa3dng,  the  Clinton  program  is  a  commendable, 
genuine  effort  to  improve  the  economy  and  dramatically  reduce  the 
deficit  starting  next  fiscal  year.  Yet  it  runs  a  great  risk. 

To  reduce  the  budget  deficit  by  $70  billion  in  1994,  whether  by 
cutting  expenditures,  raising  taxes,  or  a  combination  of  the  two, 
risks  shoving  the  economy  into  a  recession,  thereby  defeating  any 
possibility  of  near-term  deficit  reduction.  Such  an  outcome,  I  think, 
would  be  rather  demoralizing  for  the  country. 

The  United  States  is  suffering  from  excess  capacity.  Office  build- 
ing vacancies  stay  around  20  percent.  Generad  Motors  and  IBM 
continue  to  close  plants.  Still  solvent  airlines  are  really  in  dire 
straits.  Similar  stress  plagues  other  industries  fi-om  computers  to 
hotels. 

Excessive  capacity,  a  stubborn  problem  in  every  industrialized 
country,  depresses  private  investment  in  plant  and  equipment. 

In  the  United  States  it  is  manifested  in  the  smallest  investment 
in  new  structures  and  equipment  as  a  percentage  of  the  gross  do- 
mestic product  since  World  War  II. 

I  ask  you  to  look  at  Exhibit  A,  and  particularly  B,  which  is  net 
private  investment,  investment  after  depreciation.  Esdiibit  B  shows 
that  we  almost  have  no  investment. 

The  Chairman.  It  is  almost  at  1  percent. 

Mr.  Levy.  Now,  our  economy  did  improve  in  1992,  the  result  of 
an  increase  in  the  deficit.  President  Bush  in  his  State  of  the  Union 
Address  last  January  announced  a  fiscal  boost  for  the  economy.  He 
described  cuts  in  withholding  tax  rates,  but  not  tax  liabilities,  and 
stated  that  Federal  spending  would  be  accelerated. 

These  steps  contributed  to  a  $44  billion  annual  rate  increase  in 
the  Federal  deficit  from  the  last  quarter  of  1991  to  the  third  qu£ir- 
ter  of  1992. 

Toward  the  end  of  1992  and  in  early  1993,  consumers  gave  the 
economy  a  further  boost.  Their  spending  increased  faster  than  their 
incomes.  The  personal  saving  rate,  just  over  5  percent  in  the  first 
half,  fell  to  4.5  percent  in  the  final  quarter  of  last  year. 

The  1992  fiscal  boost  to  the  economy  is  being  reversed  in  1993. 
Because  of  the  reduced  withholding,  consumers  are  now  receiving 
substsmtially  smaller  income  tax  refunds  and  face  higher  tax  pay- 
ments on  April  15th  than  would  ordinarily  be  the  case.  Thus,  gov- 
ernment during  the  next  few  months  wiU  be  taking  back  much  of 
the  stimulus  that  it  gave  during  9  months  of  last  year. 

Consumers  also  have  acquired  other  obligations.  Leading  credit 
card  companies  reported  that  charges  in  December  and  January 
ran  about  20  percent  larger  than  a  year  earlier. 

The  Chairman.  By  charges? 

Mr.  Levy.  Right. 

President  Clinton's  proposed  stimulus  for  1993  is  needed  to 
counter  these  negative  developments.  However,  it  will  not  outweigh 
them  and  the  effects  of  excessive  capacity  and  low  investment. 

The  economy  will  be  growing  slowly,  even  weakly,  as  1994  be- 
gins. Under  these  circumstances,  any  combination  of  spending  cuts 
and  tax  increases  that  aims  to  reduce  the  deficit  by  $70  billion  next 
year  has  at  least  a  60-percent  chance  of  causing  a  recession. 

And,  of  course,  that  would  reduce  the  revenues  and  increase  out- 
lays for  unemplo3anent  insurance  and  other  programs. 
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Most  economists  recognize  that  both  private  investment  and  gov- 
ernment deficit  spending  are  economic  stimuh.  But  httle  attention 
is  paid  to  their  effect  on  corporate  profits. 

Profits  increased  $27  bilhon,  annual  rate,  fi-om  the  last  quarter 
of  1991  to  the  third  quarter  of  1992.  Without  the  $44  biUion  in- 
crease in  the  Federal  deficit,  profits  would  have  declined.  At  their 
present  level,  profits  are  still  too  low  to  induce  business  to  ade- 
quately revive  investment  in  new  structures  and  equipment. 

The  stimulus  provided  by  a  Federal  deficit  is  a  crutch  supporting 
an  economy  wounded  by  excessive  capacity  in  real  estate,  industry, 
and  commerce  by  related  financial  problems,  and,  therefore,  by 
weak  new  investment.  A  robust  rate  of  private  investment  in  need- 
ed, new  fixed  assets  is  the  necessary  stimulus  or  source  of  profits 
for  sustained,  healthy  prosperity  in  a  capitalist  economy. 

The  Clinton  program  is  a  bold  effort  to  take  control  of  the  deficit. 
But  it  should  provide  for  a  contingent  short-term  fiscal  stimulus, 
such  as  a  temporary  tax  cut,  if  its  ambitious  efforts  do  start  to  set 
the  economy  back.  We  should  also  bear  in  mind  that  history  and 
the  nature  of  the  present  problem  argue  that  a  major  business 
boom  will  develop  in  a  few  years  and  provide  a  great  opportunity 
to  reduce  not  only  the  deficit,  but  also  the  debt. 

Thank  you. 

[The  prepared  statement  of  Mr.  Levy  appears  in  the  appendix.] 

The  Chairman.  Thank  you. 

If  you  do  not  mind,  if  my  colleague  does  not  mind,  I  wonder  if 
we  shouldn't  now  go  to  John  White  who  I  think  will  have  a  dif- 
ferent view.  And  both  of  you  live  very  much  in  the  present  day  life. 

And  then,  perhaps  let  Mancur  Olson  give  us  the  historical  per- 
spective on  how  two  equally  intelligent  persons  have  such  diamet- 
rical thoughts. 

Dr.  White,  we  welcome  you,  sir. 

STATEMENT  OF  JOHN  P.  WHITE,  PH.D.,  DIRECTOR,  CENTER 
FOR  BUSINESS  AND  GOVERNMENT,  JOHN  F.  KENNEDY 
SCHOOL  OF  GOVERNMENT,  CAMBRIDGE,  MA 

Dr.  White.  Thank  you,  Mr.  Chairman  and  Senator  Packwood. 

I  think  that  our  country  is  in  danger  of  long-term  economic  de- 
cline due  to  low  productivity  and  slow  economic  growth. 

And  while  I  thunk  the  recovery  is  more  robust  than  has  just  been 
indicated,  I  think  we  should  not  shield  ourselves  by  that  recovery 
from  the  fact  that  we  have  these  very  fundamental,  longer-term 
problems  that  we  need  to  deal  with. 

It  is  important,  therefore,  that  we  reverse  the  trends  of  low  pro- 
ductivity, low  economic  growth,  low  savings  and  low  investment. 

We  need  to  increase  investment,  both  public  investment  £ind  pri- 
vate investment,  but  mostly  private  investment. 

We  would  like  to  obviously  find  a  way  to  do  that  by  increasing 
private  savings.  We  have  not  been  able  to  do  that,  as  you  know. 

As  a  result,  it  seems  to  me  that  we  are  going  to  have  to  find  most 
of  our  savings  increase  from  deficit  reduction  in  the  short  run.  It 
strikes  me  as  perfectly  appropriate. 

Consequently,  it  seems  to  me  that  we  do  need,  in  fact,  a  real  defi- 
cit reduction  progrgmi  enacted  now. 
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President  Clinton  should  be  applauded  for  proposing  such  a  pro- 
gram. He  has  shown  courage.  He  has  shown  a  great  ability  to  com- 
municate. And,  of  course,  his  program  has  the  added  virtues  of 
being  specific,  since  it  is  a  budget. 

I  think  his  leadership  is  obviously  very  important  in  this  process 
and  his  is  a  step  in  the  right  direction,  a  good  first  step,  but  I 
would  submit  that  we  need  to  go  further. 

As  has  been  indicated  by  prior  witnesses,  the  deficit  will  again 
rise  in  1998  and,  I  think,  therefore,  dampen  much  of  the  growth 
that  we  are  trying  to  generate  here. 

In  my  judgment,  the  deficit  should  be  cut  to  zero  at  fiill  employ- 
ment within  the  next  8  years.  A  zero  deficit  would  mean  deeper 
spending  cuts  and  cost  controls  on  entitlements,  including,  I  think, 
means  testing  of  entitlements. 

Because  until  spending  is  controlled,  the  deficit  will  not  be  under 
control  and  the  economic  benefits  from  deficit  reduction  will  not  be 
reahzed. 

Regarding  Senator  Packwood's  question  that  was  provided  in  ad- 
vance, I  like  Dr.  Boskin  do  not  think  that  there  is  an  iron  rule. 
However,  it  seems  to  me  on  the  part  of  the  American  people  either 
you  have  not  done  your  job  until  we  have  spending  under  control. 

In  addition  to  that  because,  I  think,  this  is  a  long-term  process, 
I  submit  that  we  ought  to  have  a  mid-course  review  in  about  1997 
and  that  such  a  review  ought  to  be  written  into  law  so  that  we  can 
look  at  the  progress  we  have  made,  not  only  in  terms  of  deficit  re- 
duction, but  in  terms  of  these  more  fundamental  issues  around  the 
economy,  namely  savings,  investment,  productivity,  and  long-term 
growth. 

Let  me  end  by  saying  that  the  most  pernicious  aspect  of  large 
deficits  is  the  unfair  burdens  we  are  placing  on  future  generations. 

We  have  a  responsibility  to  be  good  ancestors.  And  it  seems  to 
me  that  in  the  current  past,  we  have  not  done  so  by  running  up 
these  huge  deficits. 

And  therefore,  it  seems  to  me  that  it  is  in  the  interest  of  both 
fairness  and  good  economic  policy,  now  and  in  the  long-term  term 
to  get  the  deficit  down. 

I  would  urge  you  not  to  lose  the  opportunity  provided  by  the 
President  to  act  responsibly  and  begin  now  to  get  this  deficit  under 
control. 

Thank  you. 

[The  prepared  statement  of  Dr.  White  appears  in  the  appendix.] 

The  Chairman.  Thank  you,  sir. 

And  Mancur  Olson  help  us,  clear  our  minds.  We  have  just  heard 
equal  and  opposite  instructions  from  equally  talented  public  serv- 
ants, public-minded,  public-spirited  persons. 

STATEMENT  OF  MANCUR  L.  OLSON,  PH.D.,  DISTmOUISHED 
PROFESSOR  OF  ECONOMICS,  UNIVERSITY  OF  MARYLAND, 
COLLEGE  PARK,  MD 

Dr.  Olson.  I  would  say  that  one  reason  I  am  concerned  about  the 
deficit  and  do  not  share  Herb  Stein's  indulgence  about  it  is  that 
there  is  a  persistent  tendency  in  our  society  to  come  up  with  argu- 
ments for  postponing  or  weakening  or  stopping  the  efforts  to  deal 
with  the  deficits.  The  kind  of  4  percent  deficit  that  Herb  Stein  said 
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he  could  live  with  if  we  have  6  percent  growth  in  nominal  income 
is  something  I  think  we  could  not  live  with  partly  for  the 
reason 

Senator  Packwood.  Could  not  live  with? 

Dr.  Olson.  We  could  not  live  with  it,  among  other  reasons  be- 
cause of  the  fact  there  would  always  spring  up  theories  and  argu- 
ments of  a  beguiling  kind  which  say  that  we  need  this  year  a  5- 
percent,  6-percent,  or  7-percent  deficit.  And  before  long,  the  rate  of 
interest  on  the  debt  exceeds  the  rate  of  growth  of  the  economy.  And 
the  next  stage  we  are  a  Bolivia. 

So  I  believe  all  these  beguiling  arguments,  springing  up  like  dan- 
delions on  a  spring  lawn,  are  one  of  the  reasons  why  the  deficit  is 
such  a  desperately  serious  problem. 

Now,  I  would  like.  Senator  Packwood,  to  relate  this  to  the  ques- 
tions that  you  posed  earlier.  There  are  a  whole  series  of  ideas  that 
suggest  there  is  an  easy  way  to  deal  with  the  deficit.  And  some- 
what unfairly,  I  am  going  to  put  some  of  your  questions  in  that 
content. 

Obviously,  it  is  a  popular  thing  to  suggest  that  taxes  should  not 
be  increased.  It  is  an  easy  thing  to  suggest  that  taxes  should  be 
lowered. 

So  the  suggestion  that  taxes  should  not  be  increased  or  that  they 
should  be  lowered,  because  any  tax  proceeds  will  be  spent,  is  a  sug- 
gestion that  has,  among  other  effects,  the  effect  of  making  it  harder 
to  deal  with  the  deficit. 

It  reduces  the  probability  that  the  hard  choice  of  cutting  spend- 
ing or  the  hard  choice  of  raising  taxes  will  actually  be  made. 

Look  at  why  government  spending  occurs  in  the  first  place. 

Well,  it  either  occurs  for  good  reasons  or  for  bad  reasons.  If  they 
are  good  reasons,  these  good  reasons  are  still  there,  whether  we  cut 
the  taxes  or  raise  them.  The  good  reasons  for  spending  are  still 
there  after  tax  rates  have  been  cut. 

But  the  forces  behind  the  bad  reasons  for  spending  will  be  there 
also.  Whatever  lobby  begot  the  bad  spending  is  going  to  remain 
even  when  you  do  not  raise  taxes. 

And  if  that  lobby  is  not  sufficiently  tender  about  the  needs  of  the 
Nation  to  keep  itself  from  demanding  spending  that  would  lead  to 
increased  taxes,  it  will  not  stop  because  the  spending  it  demands 
adds  to  the  deficit. 

So  it  is  for  sure  not  "tax  and  spend."  It  is  instead  "spend  and 
tax."  Let  us  go  back  to  whomever  was  the  first  taxer,  let's  say  to 
Sargon  who  founded  the  dynasty  of  Akkad  in  ancient  Sumeria.  I 
am  sure  that  it  is  not  that  he  came  on  some  tax  revenues  and  said, 
hey,  let's  spend  them.  [Laughter.] 

No.  He  wanted  some  fighting  men  or  a  palace  or  something  like 
that.  And  that  desire  to  spend  led  to  taxes.  And  so  I  believe  it  will 
always  be. 

So  I  think  you  cannot  solve  the  problem  of  the  deficit  by  not  rais- 
ing taxes  or  by  cutting  taxes.  You  have  to  reduce  spending  and  in- 
crease taxes  in  order  to  deal  with  the  deficit. 

Now,  the  question  of  a  balanced  budget  amendment. 

I  think  that  there  is  a  persistent  tendency  in  our  society  when 
we  see  an  evil  to  pass  a  law  against  it. 
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But  if  there  is  an  evil  of  deficits  and  excessive  government  spend- 
ing, the  kind  of  law  you  pass  to  deal  with  that  is  a  constitutional 
law.  You  will  make  the  evil  unconstitutional.  But,  of  course,  that 
does  not  do  away  with  the  source  of  the  evil. 

Prohibition  did  not  do  away  with  alcoholism.  Price  and  wage  con- 
trol does  not  do  away  with  the  spending  or  the  money  printing  that 
causes  inflation.  So  you  do  not  solve  a  problem  by  passing  a  con- 
stitutional amendment  against  it. 

The  same  short;comings  in  our  political  process  which  lead  to  the 
deficits  in  the  first  place  would  lead  to  interpretation's  of  the  Con- 
stitution that  allow  deficits  to  continue. 

So  I  think  we  cannot  solve  these  deficit  problems  in  the  easy  way 
of  a  balanced  budget  amendment,  either. 

Now,  if  it  is  all  right  to  take  a  moment  more,  can  I  relate  this 
to  Jay  Levy's  point? 

The  Chairman.  Please  do. 

Dr.  Olson.  I  am,  like  Jay  Levy,  a  great  admirer  of  the  brilliance 
of  John  Maynard  Keynes  and  am  to  some  degree  myself  a  Keynes- 
ian  economist. 

But  I  believe  that,  if  we  are  to  be  really  honest,  we  must  trace 
some  part  of  the  present  deficit  to  a  Keynesian  kind  of  thinking 
that  again  and  again  works  ag£dnst  efforts  to  deal  with  the  budget 
deficit. 

Fundamentally,  the  Keynesian  argument  is  that  if  you  have  defi- 
cit spending  at  a  time  when  there  is  not  full  employment,  that  ad- 
ditional spending  will  increase  the  amount  of  output  and  employ- 
ment. 

But  what  could  make  that  argument  true?  Only  certain  markets 
in  which  prices  or  wages  were  fixed  too  high. 

If  in  every  market  prices  were  at  competitive  levels  and  purely 
flexible,  and  there  was  more  spending,  we  would  have  the  same 
real  national  output  and  employment  at  a  higher  price  level. 

So  the  only  way  a  Keynesian  policy  works  is  when  prices  or 
wages  in  highly  organized  sectors,  collusive  and  cartelistic 
sectors 

The  Chairman.  When  you  have  sticky  prices? 

Dr.  Olson.  Sticky  prices  above  market  clearing  levels.  They  have 
to  be  above  market  clearing  levels. 

The  Chairman.  That  is  Keynes'  training? 

Dr.  Olson.  That  is  right. 

Now,  the  sticky  prices  and  wages  above  market  clearing  levels 
are  relative  prices  that  are  too  high  vis-a-vis  the  prices  that  are  not 
set  by  collusive  or  cartelistic  forces. 

So  then,  a  Keynesian  expansionsiry  policy,  by  inflating  the  econ- 
omy somewhat,  will  temporarily  raise  the  prices  and  wages  that 
are  not  sticky,  making  the  sticky  prices  relatively  lower. 

The  fact  that  these  prices  are  sticky  means  they  do  not  change, 
which  means  that  a  Keynesian  expansionary  policy  will  have  the 
effect  temporarily  of  changing  relative  prices:  it  rsiises  competitive 
and  flexible  prices,  thereby  making  cartelistic  and  sticky  prices  rel- 
atively lower. 

But,  of  course,  the  interests  that  set  the  sticky  prices  sooner  or 
later  will  get  around  to  adapting  to  the  expansionary  policy. 
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So  you  get,  in  the  long  run,  stagflation.  In  other  words,  high  un- 
employment and  inflation  at  the  same  time,  as  we  know  from  expe- 
rience. 

So  then,  Keynesian  policy,  when  it  works,  works  precisely  be- 
cause it  pulls  the  wool  for  awhile  over  the  eyes  of  the  organized  in- 
terests, but  you  cannot  fool  them  very  long.  So  it,  therefore,  cannot 
work  in  the  long  run. 

But  so  long  as  lots  of  people  think  it  will  work,  there  are  de- 
mands for  stimulus  and  demands  that  work  against  dealing  with 
the  deficit.  And  that  is  another  reason  why  I  think  the  deficit  is 
one  hell  of  a  serious  problem.  The  liberal  Keynesian  approach,  like 
the  conservative  tax-cutting  and  balanced-budget  amendment  ap- 
proaches, often  keeps  people  fi"om  making  the  difficult  choices 
needed  to  reduce  the  deficit. 

[The  prepared  statement  of  Dr.  Olson  appears  in  the  appendix.] 

Mr.  Levy.  I  would  like  to  defend  myself.  [Laughter.] 

I  do  not  identify  myself  as  a  Keynesian. 

The  Chairman.  I  was  going  to  say. 

JVIr.  Levy.  As  a  matter  of  fact,  I  think  there  is  a  lot  of  merit  in 
Keynes,  but  that  he  was  rather  primitive.  I  will  not  explain  that 
in  detail. 

But  I  would  also  hke  to  point  out,  following  up  on  what  Mancur 
said,  if  we  look  at  last  year,  we  did  have  a  fiscal  stimulus,  we  did 
have  rising  prices.  We  had  less  than  inflation  than  the  year  before. 
We  had  smaller  wage  increases.  I  do  not  think  that  his  prescription 
applies. 

And  while  we  are  talking  about  Keynes,  I  would  also  like  to 
make  a  comment  on  what  Dr.  White  said  about  saving  and  invest- 
ment. 

Now,  Keynes,  I  think,  by  writing  the  equation,  saving  equals  in- 
vestment with  saving  first,  set  us  all  off  on  the  wrong  track.  I 
mean,  investment  equals  saving.  And  investment  can  cause  saving. 
We  do  not  have  to  have  saving  to  cause  investment. 

If  I  may,  I  will  give  you  an  example,  first,  where  saving  does 
cause  investment. 

The  Chairman.  Okay. 

Mr.  Levy.  The  spring  shopping  season  is  approaching.  If  consum- 
ers decide  to  be  very  frugal  and  spend  a  great  deal  less  money  than 
business  retailers  expect  them  to  spend,  they  will  be  stuck  with  a 
lot  of  inventory  that  they  did  not  want  to  carry. 

They  will  have  an  investment  in  inventory  caused  by  saving.  I 
do  not  think  that  is  what  we  want. 

The  Chairman.  Oh.  [Laughter.] 

Mr.  Levy.  Now,  let's  take  another  example.  Let's  take  an  exam- 
ple of  a  firm  which  goes  to  its  bank  and  convinces  the  bank  that 
the  bank  should  give  it  a  loan  for  bujdng  a  new  computer  network. 

The  moment  the  firm  with  the  loan  sends  off  its  check  of 
$150,000  to  the  computer  manufacturer,  it  has  created  saving, 
business  saving,  if  you  will,  in  the  hands  of  this  computer  manufac- 
turer. So  the  investment  can  create  saving. 

And  finally,  I  would  like  to  make  another  point.  We  do  not  lack 
for  capital.  If  you  talk  to  money  managers,  their  big  problem  is: 
where  do  we  invest  the  money? 
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If  you  look  at  the  list  of  stocks  on  the  over  the  counter  market, 
you  will  find  many  companies  which  are  without  profits,  do  not  pay 
dividends,  but  which  have  some  sort  of  high-tech  or  advanced  prod- 
ucts and  stocks  that  sell  at  prices  that  are  surreal. 

And  you  will  even  find  among  this  group,  companies  that  are 
really  research  and  development  operations.  And  money  is  cer- 
tainly attracted  to  them. 

Now,  I  do  not  deny  that  there  are  firms  that  should  be  able  to 
borrow  money  from  their  banks,  which  cannot  get  the  loans  today, 
but  I  do  not  think  that  is  the 

The  Chairman.  Do  you  think  that  is  excess  capacity? 

Mr.  Levy.  Well,  obviously,  nobody  is  going  to  build  a  new  office 
building  these  days.  And  very  few  people  are  going  to  build  a  hotel. 
And  certainly.  General  Motors  is  not  building  new  plants,  it  is  clos- 
ing them,  nor  are  any  of  its  competitors. 

The  Chairman.  A  lot  of  those  office  buildings,  I  think  you  will 
agree,  are  the  result  of  the  tax  code.  I  mean,  we  are  trjdng  to  follow 
our  1986  rules  of  getting  a  tax  code  that  has  as  little  effect  as  pos- 
sible on  economic  decisions. 

Mr.  Levy.  I  do  not  think  that  was  a  major  thing.  It  did  not  con- 
tribute to  over  capacity  in  the  computer  industry  or  the  automobile 
industry. 

The  Chairman.  No. 

Mr.  Levy.  So  I  mean,  this  was  a  whole  sort  of  syndrome,  I  think, 
based  on  the  idea  that  inflation  was  here  to  stay.  No  matter  what 
asset  you  had,  it  would  be  worth  more  in  the  future.  And  thinking 
did  not  go  too  much  beyond. 

The  Chairman.  Dr.  White. 

Dr.  White.  Well,  let  me  make  a  couple  of  comments,  if  I  may. 
First  of  all,  we  have  certainly  had  periods  in  which  we  have  had 
higher  investment  than  savings.  We  did  this  through  parts  of  the 
1980's. 

And,  of  course,  what  we  did  was  borrow  abroad.  And  in  order  to 
do  that,  we  raised  interest  rates,  reduced  exports,  and  had  some 
other  untoward  £ind  unfortunate  results. 

It  seems  to  me  that  that  is  a  fundamental  problem.  We  cannot 
live  in  a  society  that  will  generate  the  kind  of  growth  we  need  with 
a  2-percent  savings  rate.  It  is  not  going  to  work.  The  resources  are 
not  there.  Getting  our  investments  overseas  causes  a  number  of 
other  problems. 

So  I  would  submit  that,  in  fact,  we  heed  more  resources  avail- 
able, less  consumption,  and  more  savings. 

The  second  point  I  would  make  and  it  gets  back  to  what  Mancur 
said,  and  that  is  the  following.  What  we  need  to  focus  on  is  a  very, 
very  fundamental  pernicious  problem,  a  huge  deficit,  not  a  large 
deficit,  a  huge  deficit,  a  deficit  at  5  percent  of  GDP,  a  deficit  that 
is  having  very  negative  effects  on  our  economy. 

We  will  see  a  lot  more  growth,  a  lot  more  opportunities  for  cap- 
ital, a  lot  more  progress  in  this  country  if,  in  fact,  we  can  get  down 
that  weight  of  the  deficit. 

So  it  seems  to  me  this  is  a  period  in  history  in  which  you  as  our 
representatives  and  we  as  a  society  have  an  opportunity  to  address 
that  problem.  And  we  ought  to  address  it. 
The  Chairman.  Dr.  Olson,  help. 
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Dr.  Olson.  Me? 

The  Chairman.  Yes. 

Dr.  Olson.  Well,  could  I  just  say  in  responding  to  what  Jay  Levy 
was  saying  that  in  some  ways  our  views  are  similar. 

In  the  cases  that  he  mentioned,  if  there  is  less  spending  by  con- 
sumers, inventories  will  accumulate  in  the  retail  sector.  And  then, 
there  will  be  fewer  orders  to  the  factory  and  less  employment  and 
so  on. 

This  happens  only  when  there  is  a  fixed  price.  And  it  is  that 
price  or  wage  which  makes  the  argument  correct. 

And  one  way  of  testing  that  is  to  look  at  history.  In  the  19th  cen- 
tury, the  price  level  here  and  also  in  Great  Britain,  fell  by  about 
half. 

From  the  end  of  the  Napoleonic  wars  to  1896,  there  were  not 
steady  increases,  but  great  reductions  of  prices  and  wages,  great 
deflation. 

Indeed,  you  may  remember  that  is  what  William  Jennings  Bry- 
an's "you  will  not  crucify  mankind  on  a  cross  of  gold"  speech  was 
about.  A  lot  of  people  had  borrowed  and  had  to  pay  back  more  val- 
uable dollars  than  those  that  they  had  borrowed.  That  is  what  they 
were  complaining  about. 

But  the  United  States'  economy  and  the  British  economy  grew 
very  rapidly  because  then  these  economies  did  not  have  prices  and 
wages  in  many  sectors  fixed  too  high. 

Now,  that  is  not  the  only  example.  Let's  look  at  Korea,  Taiwan, 
and  Hong  Kong  after  World  War  II.  They  have  had  monetary  poli- 
cies that  have  been  quite  unstable,  often  periods  of  great  disinfla- 
tion, sometimes  even  deflation. 

But  in  these  circumstances,  according  to  traditional  theory,  they 
should  have  had  huge  amounts  of  unemployment.  In  fact,  they 
grow  about  10  percent  a  year. 

In  other  words,  the  only  circumstance  in  which  too  little  spend- 
ing, too  little  stimulus,  as  it  were,  causes  problems,  is  the  cir- 
cumstEince  in  which  something  else  is  also  wrong. 

Now,  in  our  economy,  lots  of  other  things  are  wrong.  And  these 
other  things  that  are  wrong  will  also  need  direct  treatment.  That 
is  not  always  going  to  be  politically  easy.  But  in  my  opinion,  there 
is  no  solution  without  the  harder  course. 

The  Chairman.  My  understanding  is.  Dr.  Olson,  the  direct  treat- 
ment that  you  prescribe  is  losing  World  War  II. 

Dr.  Olson.  No.  I  certainly  would  not  prescribe  that.  It  is 

The  Chairman.  You  do  not  prescribe  it,  but  in  accounting  for  the 
German  and  the  Japanese  miracles,  you  say  all  those  cartel  sys- 
tems and  those  collusions,  the  organized  efforts  to  control  prices, 
they  got  wiped  away. 

Dr.  Olson.  Yes. 

The  Chairman.  Whereas  in  Britain  and  the  United  States,  they 
didn't? 

Dr.  Olson.  That  is  right.  I  feel  as  though  I  were  in  one  of  those 
Japanese  jujitsu  matches  where  your  opponent  uses  your  strength 
against  you.  And  you  are  just  throwing  me  over  your  shoulder, 
drawing  on  some  of  my  own  work. 

But  still  I  think  in  a  larger  perspective  that  these  arguments  are 
consistent  in  that,  in  fact,  the  impUcation  of  my  book  on  The  Rise 
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and  Decline  of  Nations  is  not  that  one  ought  to  lose  a  war,  but 
rather  that  one  ought  to  wise  up.  [Laughter.] 

No  historical  process,  including  the  historical  process  I  described 
in  The  Rise  and  Decline  of  Nations,  is  inevitable  if  it  is  understood. 

And  if  we  understand  the  need  for  an  efficient  competitive  econ- 
omy, if  we  resist  the  siren  calls  of  protectionism,  if  we  have  sen- 
sible deregulation,  if  we  apply  the  antitrust  laws  forcibly,  if  we 
stand  up  to  special  interests'  pleading  because  the  public  comes  to 
understand  the  need  to  do  that,  then  we  can  have  our  own  eco- 
nomic miracle  without  anything  so  painful  as  a  war. 

The  Chairman.  It  is  not  just  the  war.  It  is  the  losing  of  the  war. 

Mr.  Levy.  I  would  hke  to  argue  a  little  bit  with  Dr.  Olson  about 
history.  Groing  back  to  the  19th  century,  we  had  a  depression  in  the 
1970's,  a  lengthy  depression,  and  another  one  in  the  1990's. 

So  it  was  not  always  quite  as  rosy  as 

Dr.  Olson.  A  million  immigrants  came  here  and  found  jobs  in 
some  of  these  years. 

Mr.  Levy.  But  I  think,  by  the  way,  that  all  of  us,  except  Herb 
Stein,  who  is  not  here  to  defend  himself,  are  not  tolerant  of  the  def- 
icit, that  we  all  think  that  the  deficit  should  be  eliminated. 

And  the  issue  is  over  a  period  of  time,  what  is  the  relevant  strat- 
egy? 

I  would  like  to  say  something  about  a  matter  on  which  Herb 
Stein  made  a  remark,  which  may  not  be  of  great  importance,  but 
with  which  I  agree.  I  think  it  is  not  unimportant. 

Senator  Packwood  has  pointed  out  in  the  information  he  sent  to 
us,  the  growing  cost  of  Medicare  and  Medicaid.  Medicare  doubles 
about  every  7  years. 

And  I  refer  back  to  Herb  Stein's  remark  that  this  is  a  kind  of 
subsidy  that  people — many  of  us  in  our  circumstances  do  not  really 
need  or  should  not  have  from  this  government. 

I  realize  that  there  is  a  very  large  and  growing  constituency  of 
people  like  Herb  Stein  and  I  who  have  been  around  for  awhile.  And 
I  was  glad  that  he  made  that  remark. 

I  am  glad  to  have  this  opportunity  to  second  it.  In  short,  I  think 
it  is  a  disgrace. 

The  Chairman.  Don't  worry.  We  will  get  to  you. 

Mr.  Levy.  Okay. 

The  Chairman.  If  only  on  doctrinal  grounds.  I  do  not  think  there 
is  any  money  in  it. 

Senator  Packwood. 

Senator  Packwood.  I  appreciate  the  references  to  the  material 
I  sent.  And  there  are  two  issues  in  that  material.  One  is  the  deficit. 
You  all  seem  to  agree  we  should  get  it  down. 

And  Dr.  White  has  indicated  especially,  and  you  have  Mr.  Levy 
that  if  we  do  not,  we  are  going  to  get  eaten  alive  by  Medicare  and 
Medicaid  and  retirement  programs  if  we  do  not  do  something. 

It  really  will  not  matter  what  else  we  do  with  the  rest  of  the  pro- 
grams if  we  do  not  at  some  stage  get  those  down. 

And  those  charts  I  sent  you,  just  those  four  programs.  Medicare, 
Medicaid,  Social  Security,  and  other  retirement  and  interests  are 
54  percent  of  what  we  spend  now.  And  they  will  be  69  percent  in 
10  years  on  just  the  baseline. 
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And  that  is  before  the  baby  boom  starts  to  retire.  I  do  not  know 
what  a  20-year  projection  would  look  like  on  a  baseline,  but  I  as- 
sume 65  or  70  percent  of  all  the  money  we  spend  would  be  for 
those  four  programs. 

But  I  am  curious,  because  in  those  charts,  whether  or  not  the 
spending  came  first  and  we  wanted  to  build  a  palace  or  the  taxes 
were  around  and  we  spent  it  for  a  palace.  They  both  went  up. 

I  do  not  think  we  want  to  look  like  Denmark  in  20  years.  Al- 
though when  I  bounced  this  theory  off  of  Pat,  he  said,  "No,  no.  We 
won't  look  like  Denmark."  He  said  Brazil.  You  said  Boh  via.  [Laugh- 
ter.] 

And  the  two  of  you  were  probably  more  correct. 

But  does  it  matter,  assuming  we  get  rid  of  this  deficit  if  we  tax 
and  spend  50  percent  of  the  gross  national  product? 

Will  that  be  a  deterrent  on  the  kind  of  growth.  Dr.  Olson,  you 
are  talking  about?  Does  it  make  any  difference  whether  we  tax 
then  50  percent  or  40  percent  or  30  percent  of  the  gross  national 
product? 

Dr.  Olson.  It  makes  a  difference.  And  it  is  significant  that  coun- 
tries hke  Sweden — about  which  I  have  lately  written  a  book  called 
How  Bright  Are  the  Northern  Lights? — have  been. 

Trying  to  cut  back  their  level  of  taxation  and  expenditure.  They 
are  recognizing  they  pushed  it  too  far. 

So,  of  course,  it  is  true  that  taxes  distort  incentives.  They  distort 
them  some  even  when  there  is  uniformity  in  the  tax  code,  and 
much  more  if  there  are  lots  of  loopholes. 

So  I  am  not  for  a  society  which  spends  60  percent  of  the  GDP 
through  government.  And  you  do  not  need  to  have  that  to  deal  in 
a  generous  way  with  the  poor. 

One  of  the  mistakes  that  the  European  countries  make,  and  we 
also  make  on  a  somewhat  smaller  scale,  is  the  mistake  of  having 
programs  which  tax  everyone  to  aid  everyone  to  help  the  poor. 

In  other  words,  we  have  all  sorts  of  programs  where  everybody, 
even  the  rich,  get  the  benefit  and  everyone  pays.  And  that  me£ins, 
we  have  more  deadweight  loss  from  taxation.  More  bureaucracy  is 
needed  to  pass  the  money  through. 

It  is  as  though  we  were  in  a  society  where  we  were  going  to  give 
free  transportation  to  the  poor  and  we  would  subsidize  the  truckers 
for  doing  it. 

So  the  poor  get  to  where  they  need  to  go,  but  not  in  some  eco- 
nomical vehicle,  but  in  some  big  truck.  And  that  is  an  analogy  to 
the  waste  from  universaUstic  programs. 

Senator  Packwood.  But  then,  how  do  we — what  is  the  touch- 
stone? Because  those  charts  indicate  that  we  just  go  up  and  up. 
And  we  are  obviously  paying  for  things  we  do  not  need  so  we  can 
take  care  of  people  we  need  to  take  care  of 

How  on  earth  do  we  devise  a  system  that  says,  we  do  not  need 
these  progrgons  for  80  percent  of  the  people? 

Is  that  just  political  will?  Why  is  it  inexorable  that  it  happens 
in  all  of  these  industrialized  countries?  We  are  not  unique.  It  hap- 
pens in  all  of  them. 

Dr.  White.  Well,  it  seems  to  me.  Senator  Packwood,  there  is  po- 
litical will  in  that,  in  fact,  you  are  now  at  a  juncture  in  terms  of 
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this  debate.  We  would  have  an  opportunity  to  do  something  about 
it.  We  all  do. 

And  I  agree  with  your  comments.  I  think  the  point  is  when  you 
have  that  opportunity,  you  ought  to  seize  it.  And  that  opportunity 
does  address  the  issue  of  what  we  are  going  to  do  about  spending 
principally  entitlement  programs. 

And  that  means,  in  my  judgment,  means  testing.  Now,  we  may 
want  to  call  it  something  else  and  so  on  and  so  forth. 

I  do  not  know  how  the  politics  will  work,  but  sooner  or  later  we 
have  to  be  a  society  that  does  not  give  more  entitlements  to  rich 
than  we  do  to  poor  people  which  is  where  we  are  today. 

Senator  Packwood.  But,  doctor,  what  I  see  in  the  President's 
program  is  that  we  will  tax  the  rich  more.  If  his  entire  program 
passes  as  it  is,  it  may  or  may  not  narrow  the  deficit. 

I  do  not  think  it  is  going  to,  but  it  might.  But  it,  indeed,  is  going 
to  increase  taxes  and  spending  because  we  are  not  doing  much  to 
reduce  spending  other  than  in  defense. 

We  are  not  doing  much  in  the  President's  program  to  pare  very 
much  spending.  We  are  increasing  spending  significantly  and  in- 
creasing the  taxes  even  more  significantly  and  thereby  narrowing 
the  deficit,  if  it  all  works.  But  it  is  the  European  tendency  that  we 
are  going  up  in  both  areas. 

Dr.  White.  Well,  sir,  it  seems  to  me  that  the  President's  program 
does,  in  fact,  reduce  the  deficit  from  about  5  percent  to  about  2.5 
percent  of  GDP.  And  I  think  that  ought  to  be  supported,  as  I  said 
earher  and  in  my  written  statement. 

And  it  seems  to  me  that  is  not  enough.  We  ought  to  do  more. 

Senator  Packwood.  It  narrows  the  deficit  if  it  works,  but  it  also 
increases  spending  and  taxes  as  a  percent  of  GDP. 

Dr.  White.  WeU,  my  point  would  be  that  we  ought  to  get  spend- 
ing down,  that  is  that  you  ought  to  do  more  in  terms  of  reducing 
spending  and  not  do  more  on  the  side  of  taxes. 

The  Chairman.  Senator  Packwood  asked  everybody,  the  most 
brilliant  economists  in  the  country  about  whether  taxes  produce 
spending  and  why  there  are  different  levels  of  taxation  in  different 
societies.  You  never  asked  me.  [Laughter.] 

I  think  in  the  main,  the  level  of  taxation  reflects  the  level  of  pub- 
lic trust  in  the  society.  And  a  homogeneous  society,  such  as  Swe- 
den, has  enough  trust  relationship  so  they  can  say,  yes,  we  can  do 
this  collectively  and  provide  collective  goods. 

Whereas  societies  that  have  very  low  levels  of  trust  are  not  tax- 
ing. 

Dr.  Olson,  do  you  want  to  comment? 

Dr.  Olson.  I  think  there  is  an  awful  lot  of  truth  in  that. 

The  Chairman.  That  is  why  we  are  relatively  a  low-tax  country. 
We  have  relatively  low  levels  of  mutual  trust. 

Dr.  Olson.  I  am  sure  that  is  right.  I  have  no  doubt  it  is  right. 
It  is  important  to  add  to  it  a  further  point. 

And  that  is  the  point  that  if  we  look  at  those  countries  which 
have  relatively  little  corruption  in  government,  countries  hke  those 
in  North  Europe,  Britain,  ourselves,  and  so  on,  we  find  the  habits 
of  trust  and  law-abidingness  and  paying  taxes  and  so  on  emerged 
in  an  era  when  tax  rates  were  lower  than  those  that  have  lately 
persisted. 
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The  Chairman.  Right.  They  preceded  the  tax  increases. 

Dr.  Olson.  So  it  is  only  countries  that  have  had  representative, 
popular  democratic  governments  and  have  not  demanded  too  ter- 
ribly much  of  them — it  is  only  these  countries  that  have  been  able 
to  have  something  like  an  honest  government. 

The  Chairman.  It  reflects  a  certain  happiness.  In  India,  they  tell 
jokes  about  Sikhs  which  are  called  Sardargi  jokes,  one  of  which  is 
that  of  the  Sardargi.  It  is  the  middle  of  July.  And  the  heat  is  intol- 
erable. 

And  the  Sardargi  is  sitting  out  in  the  middle  of  the  public  square 

and  the  sun  is  beating  down  on  him.  And  a  friendly  villager  comes 

up  and  says,  "You  could  come  over  and  sit  under  the  shade  of  the 

people  tree."  And  the  Sardargi  says,  "I  could,  but  what  will  you  pay 

I  me?"  [Laughter.] 

Now,  they  have  low  levels  of  public  trust. 

Well,  this  has  been  fascinating.  I  think  we  do  have  a  vote  of 
about  four  to  one  against  poor  Herb  who  is  not  here  to  defend  him- 
j  self. 

'  Although  we  did  hear  from  you.  Jay  Levy,  that  if  we  raise  these 
tax  rates  at  the  proposed  level,  there  is  a  60-percent  chance  of  re- 
cession. 

Dr.  White  and  Dr.  Olson. 

Dr.  White.  I  do  not  agree. 

The  Chairman.  Dr.  Olson. 

Dr.  Olson.  I  would  not  agree  with  that.  It  seems  to  me  that  get- 
ting down  the  deficit  means  the  government  is  borrowing  less.  With 
the  government  borrowing  less,  interest  rates  will  tend  to  be  lower. 
I  With  interest  rates  lower,  it  seems  to  me  there  will  be  more  in- 
vestment. So  I  think  we  could  get  along  without  the  stimulus.  It 
is  the  deficit  reduction  that  we  need. 

The  Chairman.  Dr.  White. 

Dr.  White.  I  could  not  agree  more. 

The  Chairman.  The  last  word. 

Mr.  Levy.  I  believe  first  of  all  that  the  administration  is  hop- 
ing— maybe  that  is  not  the  right  word — or  expecting  that  low  inter- 
est rates  are  going  to  offset  the  problem  that  I  have  been  describ- 
ing. 

I  think — my  experience  and  some  of  the  studies,  particularly 
some  current  stuches  by  Professor  Steven  Fazzari  at  Washington 
University  of  St.  Louis,  point  out  that  the  cost  of  capital  is  ordi- 
narily not  as  big  a  factor  in  determining  investment  as  is  generally 
beheved. 

I  think  the  bigger  factors  are  cash  flow  or  profitability  and  sales 
growth.  And  that  you  do  not  have  during  a  period  of 

The  Chairman.  We  have  respectable  anecdotal  evidence.  I  should 
speak  to  Dr.  White  that  when  you  ask  a  group  of  businessmen 
what  makes  them  decide  to  build  a  plant — maybe  it  is  only  people 
like  this  get  into  business — and  they  will  say  it  has  to  do  with  the 
tax  rate  or  something.  The  only  thing  Ira  asks  is,  "Can  I  sell  the 
damned  stuff?" 

Maybe  it  is  only  people  who  can  sell  the  damned  stuff  who  get 
into  building  plants. 

Dr.  White.  Mr.  Chairman,  may  I  make  one  comment  to  your 
point  about  trust  which  I  agree  with?  And  it  gc  -^  back  to  this  issue 


116 

of  cutting  programs.  The  American  people,  it  seems  to  me  were 
ready  for  this  reduction.  Hence,  we  did  not  have  outrage  when  the 
President  proposed  what  he 

Senator  Packwood.  Reduction  in  programs? 

Dr.  White.  Reduction  in  programs.  And  when  the  President  pro- 
posed even  raising  taxes,  there  was  not  the  outrage  that  some  peo- 
ple anticipated. 

The  second  point  I  would  make  is  that  they  think  they  are  ready 
to  sacrifice  if,  in  fact,  others  will  sacrifice,  as  was  said  earlier  by 
Mike  Boskin. 

The  third  point  is,  but  they  will  not  do  that  if  they  think,  in  fact, 
that  special  interests  are  going  to  profit  from  all  of  this. 

And  the  way  to  demonstrate  that  that  is  not  the  case  is  to  control 
spending.  The  American  people  are  convinced  because  it  is  true 
that  there  are  lots  of  goodies  in  these  budgets  for  various  special 
interests,  and  that,  in  fact,  the  way  you  demonstrate  that,  in  fact, 
you  mean  it  and  that  you  can  bring  the  people  along,  that  they  are 
willing  to  make  the  sacrifice  that  is  necessary  is,  in  fact,  by  cutting 
out  a  lot  of  those  special  programs. 

The  Chairman.  And  that  would  be  under  Olson's  doctrine  of  the 
economic  equivalent  of  losing  the  war. 

Dr.  Olson.  Yes. 

The  Chairman.  And  that  is  what  we  need. 

I  would  like  to  note  that  while  this  conversation  has  been  going 
on,  the  sun  has  come  out.  [Laughter.] 

We  thank  you  very  much.  It  has  just  been  hugely  generous  of 
you.  And  we  are  obviously  going  to  call  on  you  in  the  future. 

But  this  record  and  this  volume  will  be  published  quickly. 

You  have  been  an  immense  help  to  us.  We  are  much  in  your 
debt. 

And  we  thank  our  reporter. 

[The  prepared  statements  of  Charles  A.  Bowsher  and  Robert  J. 
Shapiro  appear  in  the  appendix.] 

[Whereupon,  at  2:18  p.m.,  the  hearing  was  concluded.] 
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Prepared  Statement  of  Senator  Max  Baucus 

Thank  you,  Mr.  Chairman.  I  want  to  welcome  the  Chairman  of  the  Federal  Re- 
serve here  today,  and  say  how  much  we  appreciate  him  coming  here  to  help  us 
evaluate  the  President's  program.  I  think  it  is  clear  to  everyone  that  if  the  economic 
package  we  enact  does  not  earn  the  confidence  of  the  financial  markets  and  contrib- 
ute to  a  sound  monetary  policy,  our  scope  for  improving  the  economy  is  very  limited. 

I  also  want  to  congratulate  you,  Mr.  Greenspan,  for  the  job  you  have  done  over 
the  past  few  years.  Inflation  was  3%  in  1992,  and  future  prospects  look  good.  This, 
in  combination  with  the  President's  package,  has  driven  long-term  rates  to  excep- 
tionally low  levels.  That  can  only  be  good  for  the  economy. 

The  most  recent  GDP  growth  numbers  have  also  been  very  encouraging.  As  you 
are  well  aware,  however,  we  came  out  of  this  past  recession  more  slowly  than  usual, 
and  even  the  healthy  growth  we  see  now  is  not  accompanied  by  the  kind  of  job 
growth  I  would  like  to  see. 

I  think  that  these  trends  are  hints  of  continuing  long-term  problems  in  the  U.S. 
economy.  Low  savings  rates  and  low  national  investment  rates  bleed  through  into 
inadequate  infrastructure  and  sluggish  productivity  growth,  into  stagnating  wages 

Clearly,  sound  monetary  poUcy  underpins  all  our  of  forts  to  build  a  strong  econ- 
omy. We  must  also  get  our  fiscal  policy  in  order.  But  I  cannot  help  but  think  that 
we  need  to  do  more,  if  we  are  to  revitalize  America. 


Prepared  Statement  of  Secretary  Lloyd  Bentsen 

Chairman  Moynihan,  members  of  the  committee:  It's  a  special  pleasure  for  me  to 
appear  before  the  Senate  Finance  Committee  today  to  discuss  the  administration's 
economic  plan.  We've  worked  together  over  the  years  on  many  of  the  nation's  chal- 
lenges, and  I  look  forward  to  continuing  this  process,  in  the  same  coUegial  and  bi- 
partisan spirit,  as  we  work  to  revitalize  the  American  economy. 

The  President  has  put  forth  a  balanced,  bold,  and  fair  plan  that  invests  in  Ameri- 
ca's futvu-e.  The  goal  is  not  only  to  ensure  a  strong  and  enduring  recovery,  but  also 
to  reverse  the  dismal  underlying  trends  of  slow  productivity  growth  and  stagnant 
incomes. 

The  key  to  improving  our  living  standard  in  the  long  run  is  productivity  growth. 
And  the  key  to  improving  that  is  investment.  Thus,  our  plan  is  designed  to  increase 
private  investment  in  plant  and  equipment,  public  investment  in  our  infi'astructure, 
and  both  public  and  private  investment  in  the  skills  and  knowledge  of  our  work 
force. 

The  plan  has  three  parts.  We  are  proposing  a  modest  stimulus  for  the  immediate 
problems  facing  us;  an  investment  package  to  expand  America's  capacity  to  produce; 
and  a  concrete  deficit  reduction  program  containing  specific  spending  cuts  and  tax 
increases  to  free  up  money  for  the  investment  we  need. 

I.  speeding  recovery  from  the  recession 

Americans  need  jobs  now.  And  they  need  to  know  that  the  jobs  they  have  will 
not  evaporate,  as  we  have  been  seeing  all  too  often  recently.  The  stimulus  package 
is  both  a  response  to  the  short-term  economic  stagnation  that  has  seen  employment 
growth  falter,  and  a  down  payment  on  longer  term  investments  that  will  create 
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more  jobs.  It  has  two  components:  tax  incentives  for  plant  and  equipment,  and 
spending  on  public  infrastructure. 

Although  we  have  seen  encouraging  economic  statistics  recently,  too  many  people 
are  out  of  work.  And  too  many  factories  have  too  little  work  to  do. 

We  are  operating  at  only  79  and  1/2  percent  of  our  industrial  capacity.  Even  more 
important,  9  million  workers  are  unemployed.  This  recovery  simply  has  not  pro- 
duced the  usual  increase  in  jobs.  As  my  fu"st  chart  shows,  emplo5mient  has  risen 
only  0.2  percent  since  the  recovery  began.  Compare  that  to  a  typical  post-war  recov- 
ery where  employment  would  have  risen  by  6.5  percent. 

A  major  reason  for  the  slow  job  growth  is  the  anemic  nature  of  this  recovery.  As 
my  next  chart  indicates,  real  GDP  growth  has  averaged  only  about  2  percent  in  the 
seven  quarters  since  the  recession  technically  endcid  in  the  spring  of  1991;  this  com- 
pares to  about  5  percent  over  comparable  periods  in  past  recoveries. 

We  need  to  ensure  faster  economic  growth  and  we  need  to  create  dew  jobs.  The 
$30  billion  stimulus  package  in  the  President's  plan  does  both.  This  stimulus,  how- 
ever, does  not  simply  follow  the  conventional  route  of  cutting  taxes  or  increasing 
spending  to  boost  consumption.  Instead,  it  focuses  on  investment  programs  essential 
to  long-term  growth.  And,  it  will  get  money  into  the  economy  quickly. 

Roughly  half  the  money  goes  for  tax  incentives  to  stimulate  private  sector  invest- 
ment. Specifically,  the  plan  includes  a  temporary  7  percent  incremental  investment 
tax  credit  for  large  businesses,  and  a  permanent  investment  tax  credit — phasing 
down  from  7  percent  to  5  percent  in  two  years — on  investments  by  small  businesses. 
Small  businesses  are  vital  to  our  economy,  since  they  are  the  major  source  of  new 
jobs. 

The  other  half  of  the  stimulus  accelerates  spending  for  programs  that  serve  the 
twin  objectives  of  enhancing  long-term  growth  and  jump-starting  the  economy.  For 
example,  it  increases  spending  for  highways  and  mass  transit  systems.  It  creates 
the  eauivalent  of  about  500,000  full-time  jobs  overall.  Americans  need  jobs  now,  and 
they  deserve  them. 

My  friend.  Senator  Boren,  has  likened  passing  only  the  stimulus,  without  assur- 
ances the  cuts  will  also  pass,  to  serving  a  youngster  desert  before  asking  if  he'd  like 
spinach.  I  think  that's  a  sound  analogy.  I  will  work  with  the  leadership  in  the  House 
and  Senate  to  do  what  has  to  be  done  to  ensure  passage  of  all  elements  of  our  eco- 
nomic program,  whatever  process  is  used. 

In  addition  to  the  tax  incentives  and  direct  investment  in  our  stimulus,  at  the 
Treasury  Department  we  are  working  with  the  Federal  Reserve  and  the  FDIC  to 
alleviate  the  "credit  crunch."  was  in  business.  I  know  how  important  access  to  credit 
can  be.  Small  businesses  are  the  ones  who  are  going  to  be  creating  many  of  the  new 
jobs  in  this  economy,  and  we  want  to  be  sure  they  get  they  help  they  need. 

The  stimulus  package,  and  our  efforts  in  conjunction  with  the  Federal  Reserve 
and  the  FDIC  to  ease  the  credit  crunch,  are  what  we  need  to  do  to  tackle  today's 
challenge.  Yet  we  all  know  that  that's  only  half  the  battle. 

II.  THE  LONGER  RUN 

The  second  component  of  our  plan  attacks  the  nation's  stagnating  productivity 
and  wage  growth.  The  growth  in  output  per  worker  has  practically  ground  to  a  halt 
over  the  last  two  decades,  and  real  wages  have  barely  budged  at  all.  As  a  result, 
average  Americans  have  seen  little  increase  in  their  living  standards.  This  means 
that  simply  recovering  from  the  recession  is  not  good  enough.  We  not  only  need  to 
create  more  jobs,  we  euso  need  better  jobs  with  higher  wages. 

Under-investment — in  private  business  capital,  in  public  infrastructure,  and  in 
the  skills  of  the  American  work  force — has  contributed  to  the  problem. 

As  you  can  see  on  this  next  chart,  America  devotes  a  much  smaller  sheire  of  its 
Gross  Domestic  Product  to  private  investment  than  other  developed  countries.  Pub- 
lic infrastructure  spending  "has  declined  from  4.5  percent  of  GDP  in  the  1960s,  to 
3.3  percent  in  the  1970s,  down  to  only  2.6  percent  of  GDP  in  the  1980s.  The  next 
chart  shows  this  decline. 

It  is  not  simply  a  question  of  bricks  and  mortar.  We  need  to  make  much  greater 
investment  in  our  most  important  resource  of  all,  Americans.  Recent  trends  have 
not  been  encouraging.  For  example,  our  students  repeatedly  score  below  their  coun- 
terparts in  other  developed  countries  on  math  and  science  tests. 

More  investment  is  critical  to  improving  productivity,  wages,  and  living  stand- 
ards. The  program  contains  two  major  efforts  to  improve  both  public  and  private  in- 
vestment. 

The  investment  package  will  start  shifting  the  composition  of  the  federal  budg- 
et from  consumption  to  investment.  It  will  expand  America's  capacity  to  produce, 
and  offer  better  opportunities  to  workers.  It  will  bear  ftniit  long  after  the  current 
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recovery  has  been  firmly  established.  The  package  includes  both  tax  incentives  auid 
public  investment  expenditures. 

The  tax  side  of  the  investment  package  includes  two  important  provisions  for 
small  business,  since  small  companies  are  the  major  source  of  new  jobs. 

First,  small  business  will  continue  to  enjoy  the  permanent  investment  tax  credit 
that  is  introduced  in  the  stimulus  package.  Second,  we  propose  that  investors  in 
small  corporations,  that  is,  companies  with  under  $25  million  of  capital,  be  able  to 
exclude  50  percent  of  the  gain  on  stock  held  more  than  5  years.  This  exclusion  is 
careftiUy  targeted  to  benefit  small  growth  companies  and  to  avoid  abuse. 

Small  and  large  capital  intensive  corporations  paying  the  minimum  tax  will  con- 
tinue to  benefit  fi-om  the  simplified  and  enhanced  depreciation  provisions  in  the 
package.  This  greatly  enhances  investment  incentives  for  these  taxpayers  by 
using — for  new  investments — the  shorter  regular  tax  depreciable  lives  for  both  mini- 
mum tax  as  well  as  regular  tax  purposes. 

In  addition,  the  tax  side  of  the  package  permanently  reinstates  retroactively  sev- 
eral provisions  that  expired  last  June.  For  example,  we  make  permanent  the  re- 
search and  development  tax  credit  to  let  business  better  plan  research  investments. 
To  stimulate  investment  in  housing  for  moderate  and  low-income  families,  we  per- 
manently extend  both  the  low-income  housing  credit  and  the  mortgage  revenue  bond 
provisions. 

Since  investment  in  people  is  as  important  as  investment  in  machines,  our  plan 
makes  permanent  the  targeted  jobs  credit  to  include  workers  in  an  apprenticeship 
program,  along  the  lines  of  what  Senator  Breaux  has  proposed.  The  plan  also  would 
expand  the  exclusion  for  employer-provided  educational  assistance. 

This  part  of  the  progrsun  also  authorizes  the  establishment  of  enterprise  zones. 
While  the  details  are  still  being  refined,  the  purpose  is  to  provide  incentives  to  hire 
and  train  workers,  and  to  improve  the  physical  capital  of  some  of  our  nation's  most 
distressed  urban  and  niral  areas. 

These  tax  incentives  in  the  investment  package  for  the  private  sector  are  rein- 
forced by  increased  public  investment  in  a  wide  range  of  initiatives  relating  to  phys- 
ical and  human  capital.  Both  are  critical  for  productivity  and  growth.  This  reaffirms 
investment  themes  President  Clinton  articulated  during  the  campaign. 

First,  by  1997  the  program  commits  nearly  $19  billion  per  year  to  infi"astructure 
improvements.  That  includes  transportation,  the  environment,  rural  projects,  com- 
munity development,  and  technology. 

Second,  President  Clinton  believes  that  in  an  age  of  mobile  production  and  mobile 
capital,  our  most  important  resource  is  our  work  force.  Hence,  by  1997,  the  package 
provides  nearly  $16  billion  annually  for  lifelong  learning,  including  fully  funding 
Head  Start. 

Now,  some  will  argue  that  these  expenditures  are  not  all  investments,  and  that 
one  government  program  is  much  like  another.  This  argument  simply  does  not  hold 
water.  There  is  a  big  difference  between  the  Head  Start  program,  which  we  are  fuUy 
ftinding,  and  a  subsidy  for  honey,  which  we  are  eliminating.  The  investment  pack- 
age begins  to  shift  the  composition  of  spending  towards  those  programs  that  will 
increase  future  living  standards  for  us  and  our  children. 

The  last  investment  item  is  making  certain  we  reward  work:  anyone  who  works 
hau"d  should  not  have  to  bve  in  poverty.  To  meet  this  goal,  the  program  will  sharply 
expand  the  Earned  Income  Tax  Credit  to  bring  working  families  above  the  poverty 
line. 

The  deficit  reduction  package  is  the  third  critical  component  of  our  effort  to  in- 
crease investment  and  enhance  productivity.  The  deficit  affects  every  American, 
every  day.  It  is  not  some  abstract  concept  debated  by  economists.  It  means  higher 
interest  payments  on  mortgages  and  credit  cards.  It  lowers  our  standard  of  living. 
It  touches  us  all. 

The  large  deficits  we  face  seriously  impede  investment  because  every  dollar  the 
government  borrows  to  spend  on  consumption  is  a  dollar  not  available  for  private 
investment.  Large  deficits,  therefore,  can  reduce  our  investment  and  force  us  to  bor- 
row fi"om  abroad  to  finance  our  investment  spending.  In  the  1980s,  we  did  both. 

Large  annual  deficits  also  produce  a  mountain  of  debt,  and  the  interest  on  that 
debt  accounts  for  an  ever  increasing  shaire  of  the  government  budget.  This  year,  we 
pay  14  percent  of  the  federal  budget  for  interest.  If  we  do  nothing,  in  a  decade  it 
will  be  20  percent. 

The  Congressional  Budget  Office  estimates  this  year's  deficit  at  $310  billion  dol- 
lars. Even  once  the  economy  recovers,  the  structural  deficit  is  projected  to  continue 
rising  sharply.  Rapidly  rising  deficits  and  a  growing  stock  of  outstanding  debt  rob 
us,  as  pubUc  officials,  of  any  flexibility  in  controlling  government  expenditures.  With 
deficit  increases  out  of  control,  the  day  may  come  when  you  are  arguing  over  only 
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5  cents  on  every  dollar  of  outlays.  Spending  on  health  care,  mandatory  programs 
and  interest  will  account  for  the  rest. 

We  must  reduce  the  federal  deficit  to  lessen  the  government's  drain  on  national 
saving,  to  free  up  funds  for  investment,  to  leave  room  in  the  budget  for  critical  do- 
mestic programs,  and  to  make  our  nation  less  dependent  on  foreign  capital.  Presi- 
dent Clinton's  deficit  reduction  plan  takes  a  bold  step  in  bringing  the  deficit  under 
control.  In  1997,  when  the  provisions  are  fully  phased  in,  this  plan  will  reduce  the 
deficit  by  $140  biUion. 

Let  me  clarify  something  about  our  debt  reduction  figure.  The  $140  biUion  figure 
is  a  net  figure.  Our  deficit  reduction  package  alone  actually  lowers  the  deficit  in 
1997  by  $195  billion,  our  investment  program  totals  $55  billion  in  that  year,  produc- 
ing net  deficit  reduction  of  $140  biUion. 

President  CUnton  made  hard  choices  on  spending,  and  he  made  sure  that  the  defi- 
cit reduction  plan  is  balanced.  In  1997,  when  the  plan  is  fully  operational,  roughly 
half  the  savings  will  come  fi-om  spending  cuts  and  half  from  revenues.  In  the  years 
beyond,  the  proportion  of  spending  cuts  remains  at  least  that  high. 

This  administration's  deficit  reduction  plan  differs  fi"om  previous  plans  in  a  nimi- 
ber  of  respects — and  here  I  really  can  speak  fi-om  experience.  I  know  what  it's  like 
to  receive  a  proposal  fi-om  the  Executive  Branch  that  promises  vague  cuts  and  then 
asks  Congress  to  make  all  the  tough  choices. 

This  package  doesn't  use  the  rhetoric  of  across-the-board  cuts,  while  dodging  the 
reality  of-who  gets  hit;  it  offers  150  specific  cuts.  Furthermore,  the  savings  in  this 
plan  are  all  permanent,  not  temporary.  Finally,  this  plan  is  not  based  on  a  "rosy 
scenario,"  but  rather  works  off  the  more  conservative  economic  forecasts  of  the  CBO. 

Let  me  just  give  you  a  few  of  the  details  on  the  plan.  We  have  taken  the  first 
steps  to  changing  our  economic  course  within  the  federal  government  itself.  It  is 
only  fair  that  if  we  ask  America  to  contribute,  we  make  our  contribution  first. 
Through  1997,  we're  cutting  the  cost  of  running  our  departments  and  agencies  by 
14  percent.  I'm  taking  my  share  of  these  cuts  at  Treasury. 

Major  cuts  will  be  made  in  domestic  non-defense  categories,  reducing  spending  by 
$20  billion  in  1997.  And,  we  will  see  $37  billion  savings  with  prudent  reductions 
in  defense  expenditures. 

The  fair  and  equitable  changes  we  propose  in  entitlement  programs  will  save  $42 
billion  a  year  by  1997.  Let  me  give  you  a  few  examples  of  the  entitlement  cuts  we 
have  made. 

I  understand  the  troubles  that  our  farmers  put  up  with  to  provide  us  with  the 
best  agricultural  products  in  the  world.  But  we  need  to  make  some  changes.  There 
are  some  people  who  farm,  who  also  earn  more  than  $100,000  a  year  from  activities 
that  have  nothing  to  do  with  feeding  or  clothing  Americans.  That  $100,000  is  a  good 
income,  anywhere  in  America.  We  will  end  agricultural  price  supports  to  these  indi- 
viduals. It's  only  fair  that  subsidies  end  for  those  who  do  not  need  them. 

Our  plan  also  will  make  prudent  cuts  in  the  Mediceire  provider  payments  v-nthout, 
and  let  me  repeat  that,  without  reducing  the  care  available  to  Medicare  bene- 
ficiaries. Our  plan  does  not  raise  premiums.  And  hopefully,  it  may  reduce  out-of- 
pocket  costs  for  middle  and  lower-income  Medicare  beneficiaries. 

We  propose  no  change  in  Social  Security  benefits  or  the  cost-of-living  increases. 
But  for  upper-income  recipients,  the  plan  increases  the  percentage  of  their  Social 
Security  benefits  subject  to  tax,  fi-om  50  percent  to  85  percent.  This  brings  their  tsix 
treatment  more  in  line  with  the  tax  treatment  of  private  pensions. 

Mr.  Chairman,  let  me  speak  to  you  for  a  minute  wearing  my  hat  as  Chairman 
of  the  Board  of  Trustees  of  the  Social  Security  Trust'  Funds.  I  know  that  you  share 
my  concern  over  the  financial  health  of  the  Medicare  fund,  which  according  to  the 
1992  Trustees  report  will  be  exhausted  by  2002. 

Therefore,  I  am  sure  that  you  are  as  pleased  as  I  am  that  we  are  proposing  that 
the  savings  fi-om  increasing  the  portion  of  Social  Security  benefits  subject  to  tax  go 
into  the  Medicare  trust  fund. 

This  money,  and  the  savings  from  reducing  payments  for  providers,  will  not  solve 
the  entire  problem — to  do  that  we  need  comprehensive  reform  of  our  health  care 
system — but  they  will  extend  the  period  of  solvency.  The  many  Americans  who  de- 
pend on  Medicare  for  their  health  care,  will  be  reassured  by  our  effort  to  improve 
the  financial  health  of  the  trust  fund. 

Now,  let  me  turn  to  the  revenue  side  of  the  deficit  reduction  package.  Here,  the 
President's  plan  moves  to  restore  equity  to  our  tax  system.  For  12  years  now,  the 
affluent  have  not  been  paying  their  fair  share  of  the  cost  of  government.  As  the 
chart  shows,  between  1980  and  1993  the  incomes  of  the  top  1  percent  rose  47.6  per- 
cent, while  their  effective  tax  rate  declined  by  24.6  percent.  We  must  reverse  that 
trend. 
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The  revenue  changes  we  propose  restore  greater  progressivity  to  the  individual 
tax  system,  making  it  far  more  fair  and  equitable.  Families  with  about  $180,000  in 
adjusted  gross  income  will  have  their  rate  increased  from  31  percent  to  36  percent. 
A  surtax  of  10  percent  is  levied  on  those  with  taxable  incomes  of  $250,000  or  more. 
These  changes  will  affect  only  the  wealthiest  1.2  percent  of  American  taxpayers. 
These  rate  changes  won't  touch  the  average  American  household  at  all. 

Higher-income  individuals  are  also  required  to  increase  their  payments  under  the 
Medicare  tax.  The  proposal  eliminates  the  current  cap  of  $135,000  on  earnings  sub- 
ject to  the  Hospital  Insurance  portion  of  the  payroll  tax.  Revenues  from  this  pro- 
posal go  into  the  Medicare  trust  fund,  further  extending  the  period  of  solvency. 

And  we're  asking  corporations  to  pay  their  fair  share.  Almost  40  years  ago,  over 
a  quarter  of  the  government's  revenue  came  from  corporate  taxes.  Now,  it's  just  9 
percent.  We  propose  raising  the  top  rate  from  34  percent  to  36  percent  for  corpora- 
tions with  incomes  over  $10  million.  It's  only  going  to  affect  2,700  large  corporations 
out  of  2.2  milUon. 

This  is  a  fair  tax  rate  for  the  largest  corporations,  especially  considering  what 
some  of  our  competitor  nations  charge.  Take  a  look  at  Japan's  rate — 40  percent. 
Take  a  look  at  what  it  is  in  Germany— 50  percent. 

The  plan  also  recognizes  that  there  are  some  deductions,  such  as  business  meals, 
entertainment  and  club  dues,  that  should  be  reduced  or  eliminated.  And  we  will 
make  certain  that  foreign  businesses  pay  the  taxes  they  owe  in  the  United  States. 

To  do  this,  the  package  contains  a  series  of  international  comphance  reforms.  The 
principal  provision  would  require  multinational  enterprises  to  establish  their  trans- 
fer pricing  methodology  before  they  file  their  tax  returns.  The  administration  will 
also  institute  a  sweeping  new  enforcement  initiative  targeted  at  transfer  pricing 
abuses.  We  expect  marked  improvement  in  compliance  related  to  international 
transactions  to  result  from  this  investment  of  IRS  resources. 

A  related  provision  restricts  the  ability  of  foreign-owned  U.S.  corporations  to  avoid 
tax  on  their  earnings  distributed  as  interest.  Other  rules  will  be  proposed  to  prevent 
so-called  "back-to-back  loans"  and  other  abusive  arrangements. 

To  ensure  that  we  get  the  most  revenue  possible  from  our  existing  taxes,  the 
package  also  includes  a  series  of  compliance  measures.  The  tax  gap — the  difference 
between  what  people  owe  in  taxes  and  what  is  actually  paid — is  a  persistently  large 
number.  Much  of  this  is  attributed  to  unreported  income,  often  by  business.  This 
package  includes  several  provisions — raising  over  $2  billion  in  1997 — to  help  us  get 
at  this  problem. 

Finally,  the  plan  includes  a  broad-based  energy  tax.  This  proposal  has  three  im- 
portant goals:  improving  our  environment  by  effectively  taxing  pollution,  reducing 
dependence  on  foreign  oU,  and  cutting  the  deficit. 

Now,  you're  going  to  hear  a  lot  about  how  this  tax  will  affect  American  families. 
The  President  nas  been  very  concerned  about  this  issue.  By  making  other  adjust- 
ments, we  were  able  to  ensure  that  the  energy  tax  will  mean  little  or  no  loss  in 
£ifter-tax  income  for  households  with  incomes  of  less  than  $30,000  a  year.  And  it 
will  have  only  a  modest  impact  on  families  making  between  $30,000  and  $100,000. 

In  fact,  if  you  look  at  the  table  we  provided,  you  see  that  the  net  impact  of  the 
entire  revenue  package  on  a  middle-income  family  earning  $40,000  is  under  $17  a 
month — and  that's  in  1997  when  the  program  is  mlly  phased  in.  The  President  be- 
Ueves  that  this  is  a  fsiir  contribution  to  ask  of  middle-income  households  towards 
reducing  the  deficit. 

We  have  already  seen  that  the  bond  market  is  encouraged  by  our  plan,  and — as 
the  chart  shows — interest  rates  have  come  down  as  a  result.  And  I'm  delighted  that 
Alan  Greenspan  thinks  we're  on  the  right  track. 

Those  lower  interest  rates  mean  our  plan  is  already  more  than  pa)dng  off  for 
homeowners.  We  estimate  that  the  interest  cost  for  a  new,  refinanced  or  floating 
rate  $100,000  mortgage  is  about  $60  a  month  lower  now  than  just  a  few  months 
ago. 

III.  STILL  TO  COME 

The  revenue  increases  and  spending  cuts  in  the  package  will  sharply  reduce  the 
budget  deficit  from  the  levels  projected  by  CBO.  As  I  said  earlier,  in  1997  the  deficit 
will  be  $140  billion. 

However,  even  with  the  deficit  reduction  program,  the  deficit  will  begin  to  rise 
again  later  in  the  decade.  The  main  reason  is  the  exploding  cost  of  health  care,  as 
the  next  chart  shows.  This  projected  increase  underscores  the  vital  importance  of 
health  care  reform  to  resolving  the  budget  dilemma. 

Medicare  and  Medicaid  costs  are  the  fastest  growing  element  in  the  federal  budg- 
et. And  the  cost  and  availability  of  health  care  are  among  the  most  important  con- 
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cems  of  all  Americans.  If  we  do  nothing  to  control  these  costs,  in  the  next  decade 
the  increase  in  spending  for  the  Medicare  and  Medicaid  programs  alone  will  exceed 
the  level  of  the  current  deficit. 

We're  searching  for  ways  to  bring  this  problem  under  control.  By  early  May  we 
expect  to  have  a  plan  that  must  be  enacted  quickly.  Bringing  these  costs  vmder  con- 
trol is  the  key  to  permEinently  reducing  the  federal  deficit. 

We  also  will  oner  legislation  this  spring  to  help  shift  Americans  fi-om  welfare  de- 
pendency to  jobs.  Getting  control  of  health  care  costs,  eind  enacting  our  economic 
program,  are  each  significant  steps  toward  reversing  deficit  growth. 

Finally,  I  am  also  going  to  work  with  the  G7  ministers  who  111  be  visiting  with 
this  week  in  London.  The  president's  program  will  lay  the  foundation  for  com- 
plementary actions  by  other  countries  to  ensure  an  expanding  world  economy.  But 
the  success  of  these  efforts  will  largely  depend  on  the  credibility  of  our  domestic  eco- 
nomic program  and  our  commitment  to  reduce  the  deficit.  And,  a  fi-ee  and  fair  trad- 
ing environment  will  help  increase  exports  and  our  prosperity. 

This  is  the  time  for  meaningful  change.  For  the  first  time  in  years,  we  have  a 
plan  that  takes  a  credible  approach  to  the  deficit,  to  investment,  to  our  long-term 
economic  health. 

We  hear  criticisms  that  our  plan  does  not  include  enough  cuts.  We  made  decisions 
about  what  to  cut,  at  least  150  of  them.  We  put  our  fingerprints  all  over  this  plan. 
If  those  who  are  critical  of  what  we've  done  want  to  recommend  further  reductions — 
real,  specific  ones — let's  have  them  name  exactly  what  they  are.  Don't  hide  behind 
the  vague  approaches  that  leave  the  tough  decisions  to  others.  Step  up  and  join  us 
in  putting  fingerprints  on  our  plan  to  restore  our  economy. 

We  are  anxious  to  do  this  in  a  bipartisan  way,  because  this  is  not  a  Democratic 
economy  or  a  Republican  economy.  It's  an  American  economy.  And  it's  America's  fu- 
ture that  is  at  stake. 

Thank  you  very  much. 

Attachments. 

Administration's  Revenue  Package.  Taking  Account  o» 
Pliase  In  o(  Energy  Tax  and  Qasoilne  Tax  Extension  (1) 

(1994  Income  Levels) 


Family  Economic 

Income  Class  (2) 

($000) 


Numt>er  of 
Families 
(><mions) 


1994 


Average  Tax  Per  Family  Per  Month 


1995 


1996 


1997 


Average 
1994-1997 


0-10 

14.9 

-4 

-3 

-1 

-1 

-2 

10-20 

1B.4 

-4 

-3 

-1 

0 

-2 

20  -  30 

16.0 

-7 

-4 

0 

2 

-2 

30  -  50 

22.4 

7 

14 

17 

10 

50  -  75 

17.4 

14 

22 

32 

36 

26 

75  -  100 

9.y 

20 

31 

44 

49 

36 

100  -  200 

8.8 

41 

54 

69 

76 

60 

200  &  over 

2.4 

1.139 

1.162 

1.188 

1.198 

1.172 

Total  (3) 

110.7 

30 

36 

43 

46 

38 

Department  ol  the  Treasury 

February  19 

1993 

Office  of  Tax  Analysis 

(1)    This  table  distributes  the  estimated  change  In  average  monthly  tax  liabilities  per  family  due  to  the 

Adminlstrallons  revenue  proposals,  Including  taxation  of  Social  Security  Benefits.  Included  by  1997  is  a 
total  of  $10.2  billion  ol  expansions  In  the  EITC  and  increases  In  transfers  for  Food  Stamps  and  the  Low- 
Income  Home  Energy  Assistance  Program  (the  EITC  expansions  are  effective  beginning  In  1994,  while 
other  increases  are  phased  in  with  the  energy  tax).  The  energy  tax  is  imposed  at  one -third  rates  7/94,  at 
two -thirds  rates  7/95.  and  at  full  rates  beginning  7/96.  The  gasoline  tax  extension  Is  effective  10/95. 

(2)  Family  Economic  Income  (FEI)  Is  a  broad-based  Income  concept.  FEI  Is  constructed  by  adding  to  AGI 
unreported  and  underreported  Income:   IRA  and  Keogh  deductions;  nontaxable  transfer  payments  such 
as  Social  Security  and  AFDC;  employer-provided  fringe  benefits:  Inside  build-up  on  pensions.  IRAs. 
Keoghs.   and  life  insurance:  tax-exempt  interest:  and  Imputed  rent  on  owner- occupied  housing. 
Capital  gains  are  computed  on  an  accrual  basis,  adjusted  lor  Inflation  to  the  extent  reliable  data  allow. 
Inflationary  losses  of  lenders  are  subtracted  and  gains  of  borrowers  are  added    There  is  also  an 
adjustment  for  accelerated  depreciation  of  noncorporate  businesses.   FEI  Is  shown  on  a  family  rather 
than  a  lax -return  basis    The  economic  incomes  ol  all  members  of  a  family  unit  are  added  to  arrive  at 
the  farr  y's  economic  income  used  in  the  dislnbutlons. 


(3)     Families  with  negative  incomes  are  included  in  the  total  line  but  not  shown  separately. 
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THE  SECRETARY  OF  THE  TREASURY 

WASHINGTON 

May  18,  199  3 


The  Honorable  Robert  J.  Dole 
Republican  Leader 
United  States  Senate 
Washington,  D.C.  20510 

Dear  Bob: 

I  very  much  appreciated  the  opportunity  to  describe  the 
Administration ' s  tax  proposals  in  my  testimony  before  the  Senate 
Finance  Corm'ttee.   You  had  sent  me  a  note  listing  quite  a  few 
questions  .  ov.  wished  to  have  answered  for  the  record.   As  agreed, 
I  enclose  a  response  to  ten  of  your  c[uestions. 

Sincerely, 


LloydTfentsen 
Enclosures 

Tax  Increase  Question  2 

Question: 

With  higher  tax  rates,  will  we  be  encouragiiig  tax  shelters  designed  to  convert 
ordinary  income  into  capital  gains? 

AnswcR 

Although  it  is  not  likely  that  the  higher  tax  rates  will  generate  tax  shelter  activity 
of  the  type  prevalent  prior  to  the  Tax  Reform  Act  of  1986,  the  relatively  few  taxpayers 
affected  by  the  higher  tax  rates  will  seek  to  reduce  their  tax  liabilities  by  various 
methods.   Such  methods  include  replacing  a  portion  of  their  investments  that  generate 
ordinary  income  'sv  h  as  taxable  bonds  and  high-dividend  stocks)  with  investments  that 
generate  tax-exei  ip..  or  capital  gains  (such  as  tax-exempt  bonds  and  high-gain,  low- 
dividend  stocks).   Such  taxpayer  behavior  is  accounted  for  in  Treasury's  estimate  of  the 
revenues  attributable  to  the  increase  in  the  top  individtial  income  tax  rates. 

Distribntion  Table  Qnestion  2 


Question: 

How  does  $30,000  in  "Economic  Income"  translate  to  adjusted  gross  income? 
How  does  it  translate  to  taxable  income?  / 
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Answer 

Family  Economic  Income  (FEI)  is  a  broad  measure  of  income  used  by  Treasiuy 
economists  to  assess  the  distributional  impact  of  tax  proposals.  FEI  was  first  used  by  the 
Reagan  Administration  in  November  1984  in  distribution  tables  for  Treasury  L  It  has 
been  used  in  identical  form  since  that  time.  Prior  to  1984,  Treasury  had  used  a  concept 
nearly  identical  to  FEI  as  far  back  a**  tl  ;  Ford  Administration. 

For  a  typical  family  with  $30,000  of  FEI,  90  percent  would  be  in  the  form  of  cash 
income  (wages,  interest  received,  social  security  benefits,  etc)  and  over  95  percent  would 
be  in  the  form  of  cash  income  and  fringe  benefits  (employer-provided  health  insurance 
and  pension  contnbutions).  Less  than  5  percent  of  their  FEI  would  be  in  noncash  forms, 
such  as  interest  earned  on  an  IRA.  FEI  is  not  used  in  determining  when  a  family  pays 
income  taxes,  or  how  much  income  tax  a  family  pays,  so  there  is  no  need  to  translate 
FEI  into  AGI  or  into  taxable  income. 

Small  Business  Question  4 


Question: 

Will  the  Administration  consider  sxirtax  exemptions  for  business  income 
"allocated"  to  taxpayers  from  pass-through  entities  (partnerships  and  subchapter  S 
corporations)? 

Answer: 

The  Administration's  proposal  to  increase  the  top  marginal  tax  rates  does  not 
distinguish  between  different  sources  of  income.  Thus,  if  taxable  income  exceeds 
$140,000  for  a  married  couple  or  exceeds  $115,000  for  an  unmarried  individual,  the 
higher  tax  rates  would  apply  to  the  totality  of  the  taxpayer's  wages,  rentaj  income, 
dividends,  interest,  partnership  income,  subchapter  S  income,  and  oth;r  mcome  in  excess 
of  $140,000  (or  $115,000). 


Energy  Tax/Agricnltnre  Questkin  2 


Question: 


Would  the  Administration  consider  a  rebate  for  agriculture  or  other  export  industries 
negatively  affected  by  the  BTU  tax? 

Answer: 

The  Administration's  proposed  energy  tax  is  designed  to  raise  substantial  revenues 
for  deficit  reduction  while  advancing  environmental,  energy  conservation  and  security 
objectives.  Providing  a  rebate  for  certain  industries  would  require  a  higher  rate  of  tax  on 
other  energy  consi'm<  rs  and  would  remove  the  incentive  the  tax  would  otherwise  provide 
these  industries  ti  reduce  environmental  damages  and  to  conserve  energy.  For  these 
reasons,  the  Administration's  proposal  does  not  contemplate  such  a  system  of  rebates.  The 
Ways  &  Means  Committee  has  adopted  revisions  to  the  Administration's  proposals  which 
would  provide  relief  to  agriculture  and  certain  industries.  In  addition,  the  Ways  &  Means 
Committee  adopted  a  border  adjustment  on  imports  of  energy  intensive  products. 
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Energy  Tax  Qoestion  3E 


1 


Question: 

Please  provide  us  with  information  of  where  the  tax  will  be  collected  for  each  fuel    j 
source,  and  how  any  exemptions  will  work. 

Answer 

Under  the  Administration's  proposal,  the  collection  point  for  the  tax  would  be  the 
refinery  tailgate  for  oil,  the  local  distribution  com^iany  or  industrial  user  for  natural  gas,  the 
utihty  or  industrial  user  for  coal,  the  utility  for  hydro-  and  nuclear-generated  electricity,  and 
the  importation  point  for  imported  electricity  and  imported  taxable  products.  The  Ways  & 
Means  Committee  reported  a  bill  that  changed  these  collection  points. 

Energy  Tax  Qnestion  4 

Question: 

Has  the  Administration  analyzed  how  this  tax  would  affect  the  competitiveness  of 
energy-intensive  U.S.  industries  like  steel,  aluminum  and  automobUe  manufacturing?  If  so, 
please  provide  this  analysis.  If  not,  when  do  you  expect  to  complete  such  an  analysis? 

Answer: 

Our  analysis  is  that  the  energy  tax  will  not  harm  the  overall  con^>etitiveness  of  U.S. 
industry.  The  average  cost  increase  for  ail  manufacturers  will  be  less  than  0.1  percent  when 
the  tax  is  fully  phased  in.  The  deficit  reduction  made  possible  by  the  revenues  generated 
by  the  energy  tax  should  reduce  interest  rates,  which  will  reduce  the  cost  of  capital  to  U.S. 
businesses.  It  should  also  be  noted  that  U.S.  energy  prices,  eve  :  after  uyjsmon  of  the 
energy  tax,  would  be  the  lowest  or  second  lowest  (depending  on  the  type  of  energy)  m  the 
G-7  countries. 

Energy  Tax  Qnestion  11 

Question: 

Please  provide  us  with  a  state-by-state  analysis  of  the  costs  of  this  tax.  In  other 
words,  please  provide  the  amounts  that  you  estimate  the  energy  producers,  transporters, 
refiners,  or  consumers  in  each  state  would  pay  each  year. 

Answer 

We  have  not  produced  such  a  state-by-state  analysis.  We  have  produced  an  analysis, 
shown  in  the  following  table,  of  the  regional  impacts  of  the  Administration's  proposed 
energy  tax  on  consimiers  when  the  rates  are  fully  phased  in  (July  1,  1996).  This  analysis 
assumes  that  all  of  the  energy  tax  will  be  nar  >ed  forward  to  consimiers.  In  the  table,  the 
first  column  shows  by  census  region  the  d  Ih  -  amount  of  tax  that  would  be  paid  on  a  per 
capita  basis.  The  second  colimm  of  the  taole  expresses  the  tax  as  a  percent  of  disposable 
personal  income  in  each  region.  The  third  and  fourth  columns  show  the  same  information 
as  the  first  two  columns,  but  expressed  as  a  percent  of  the  national  average. 

The  Administration's  proposed  energy  tax  is  better  balanced  regionally  than 
alternative  energy  taxes  such  as  an  increase  in  the  gasoline  tax  or  an  oil  import  fee.  Note 
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that  while  the  tax  burden  on  a  given  region  may  be  higher  than  the  national  average  on  a 
per  capita  basis,  it  is  often  lower  than  the  national  average  as  a  percent  of  disposable 
personal  income,  and  vice-versa. 


Impact  oo  Coosumen  of  Encrfjr  Tax  by  Region 


Census  RegkM 

Tax  Increase                   • 

Percent  of  National  Average 

Amooflt 
Per  Capita 

As  AFerccot 
of  Incoma 

Amount 
Per  Capita 

As  A  Percent 
of  Income 

New  Eofiaod 

$124 

0S7% 

112% 

95* 

Middle  Allaotk 

115 

OS* 

104 

91 

South  Atlantic 

113 

0.C2 

102 

104 

East  North  Central 

110 

0.60 

100 

101 

East  South  Central 

102 

0.«7 

92 

113 

West  North  Central 

110 

0.63 

100 

106 

West  South  Central 

106 

0.66 

96 

111 

Mountain 

104 

0.63 

95 

106 

Pacific 

lOS 

0.54 

9S 

91 

EneTgr  Tax  Question  12 

Question: 

When  will  heating  oil  be  taxed  and  at  what  rate? 

Answen 

As  amended  by  the  Ways  &  Means  Committee,  the  proposed  basic  rate  of  tax  on 
home  heating  oil  is  S0.268  per  million  BTUs.  The  tax  at  one-third  of  this  rate  would  be 
imposed  beginning  July  1,  1994;  two-thirds  beginning  July  1,  1995;  and  the  full  rate 
beginning  July  1,  1996. 

Investment  Tax  Credit  Qoestion  2 


Question: 

Will  leased  property  restrictions  discriminate  against  a  business  that  can't  get  credit 
to  buy  equipment  and  is  instead  forced  to  lease  it? 

Answen 

To  reduce  the  revenue  cost,  the  investment  tax  credit  for  large  businesses  is 
incremental;  it  applies  to  investment  in  excess  of  a  given  percentage  of  the  firm's  historical 
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level  of  investmenL  Restrictions  are  required  to  avoid  the  revenue  loss  that  would  occur 
if  a  firm  could  circumvent  the  incremental  rules  through  leasing  rather  than  purchasing 
equipment.  The  Ways  &  Means  Committee  report  d  i  bill  that  did  not  contain  the 
investment  tax  aedit  proposal 

International  Question  2 


Question: 

What  portions  of  this  revenue  is  attributable  to  our  U.S.  businesses  operating 
overseas?  And  what  portion  is  attributable  to  foreign  operations  in  the  U.S.? 

Answen 

The  international  tax  provisions  in  the  Administration's  proposals  represent  a  mix  of 
reforms  and  measures  to  enhance  con^liance  and  enforcement  As  such,  these  provisions 
affect  all  businesses,  both  U.S.  and  foreign-controlled,  in  a  balanced  way.  Foreign-controlled 
businesses  operating  in  the  United  States  will  be  subject  to  measures  that  dose  down 
loopholes  and  combat  abusive  pract'  x-  by  these  businesses.  These  measures  include  the 
transfer  pricing  compliance  initiative .  nu  the  enhanced  "earnings  stripping"  rules.  We  expect 
these  provisions  to  substantially  improve  compliance  by  these  tajq)ayers  and  to  help  ensure 
that  they  pay  their  fair  share  of  taxes,  thereby  raising  a  significant  amount  of  revenue. 

U.S.  businesses  operating  overseas  will,  of  course,  also  be  affected  by  the  transfer 
pricing  compliance  initiative,  which  we  anticipate  will  foster  significantly  improved 
compliance  on  their  part  The  remaining  international  provisions  are  generally  designed  to 
encourage  U.S.  businesses  to  cany  out  their  business  activities  in  the  United  States  rather 
than  abroad.  These  provisions  include  changes  to  the  foreign  tax  credit  for  multinational 
oil  companies,  placing  royalty  payments  in  the  passive  basket  for  the  foreign  tax  credit, 
allocating  research  and  e]q)erimentation  expenses  based  on  the  location  in  which  the  activity 
is  carried  out,  and  the  repeal  of  deferral  for  excessive  accumulated  foreign  earnings.  The 
Ways  &  Means  Committee  reported  a  bill  that  deleted  the  royalties  proposal  and  modified 
the  proposed  allocation  of  research  and  ejq)erimentation  expenses. 


Responses  of  Secretary  Bentsen  to  Questions  Submitted  by  Senaior  Roth 

Question  1 

Question: 

How  will  social  security  beneficiaries  and  retirees  with  incomes  of  less  than  $30,000  be 
impacted  by  the  Administration's  proposals?  Such  individuals  will  have  to  pay  increased  energy 
taxes  although  they  will  not  qualify  for  increased  benefits  from  the  earned  income  tax  credit 
(EITC). 

Answer: 

Families  with  incomes  of  less  than  $30,000  a  year  and  no  earned  income  will  benefit 
from  several  provisions  in  the  Administration's  program.  The  provisions  (other  than  the  EITC) 
which  will  assist  lower  income  people  are  summarized  l)elow. 

The  Administration's  proposals  increase  funding  for  LIHEAP  by  $1  billion  per  year. 
(This  amount  is  phased  in  with  the  energy  tax.)  LIHEAP  provides  assistance  to  low-income 
households  in  the  form  of  assistance  with  heating  or  cooling  bills,  weatherization,  and  relief  for 
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energy  related  emergencies.  Eligibility  is  limited  to  households  with  incomes  that  are  less  than 
150  percent  of  the  Federal  poverty  level  or  60  percent  of  State  median  income.  (In  1993,  150 
percent  of  the  Federal  poverty  level  is  $14, 145  for  a  family  of  two  and  $21 ,525  for  a  family  of 
four.)  LIHEAP  is  administered  through  block  grants  to  the  States.  States  are  permitted  to  set 
their  own  eligibility  requirements  (within  the  Federal  eligibility  limits  described  above),  except 
that  they  are  not  permitted  to  set  a  ceiling  lower  than  1 10  percent  of  the  Federal  poverty  level. 

The  President  proposes  to  increase  funding  for  the  Food  Stamp  program.  (This 
increased  funding  will  be  phased  in  with  the  energy  tax.)  In  general,  Food  Stamps  enable  a 
household  to  buy  an  adequate  low-cost  diet  while  spending  no  more  than  30  percent  of  its  cash 
income  on  food  purchases.  Eligibility  is  limited  to  households  with  incomes  of  less  than  130 
percent  of  the  Federal  poverty  level.  President  Clinton's  proposals  will  permit  increased 
assistance  per  eligible  household. 

The  Administration's  spending  proposals  include  over  $100  million  per  year  in 
weatherization  assistance,  primarily  for  low-income  households.  This  funding  will  provide  for 
the  weatherization  of  over  5(X),000  houses  over  the  budget  period,  thus  reducing  energy  costs 
for  many  to  less  than  current  levels. 

The  Administration's  proposal  would  extend  the  low-income  housing  credit  and  the 
authority  to  issue  mortgage  revenue  bonds.  These  programs  increase  the  availability  and 
affordability  of  housing  for  low-income  and  middle-income  households. 

The  Administration's  overall  budget  proposals  will  help  reduce  the  deficit,  which  should 
result  in  lower  interest  rates.  Households  that  do  not  benefit  directly  from  the  Administration's 
spending  and  tax  relief  proposals  may  benefit  indirectly  through  reduced  mortgage  payments  and 
other  reductions  in  interest  costs.  In  addition,  removing  the  $135,(XX)  per  year  cap  on  earnings 
subject  to  the  1.45  percent  Medicare  hospital  insurance  tax  will  enhance  the  solvency  of  the 
hospital  insurance  trust  fund  and  fund  future  benefits  to  current  and  future  retirees  at  no 
additional  cost  to  all  but  the  wealthiest  wage  earners. 

Question  2 

Question: 

What  sort  of  savings  incentives  does  the  Administration  support? 

Answer: 

The  Administration  does  not  currently  propose  to  expand  IRA  savings  incentives  or  other 
similar  savings  incentives  through  the  income  tax  system.  We  are  addressing  the  need  for 
increased  national  savings  by  proposing  ways  to  decrease  the  Federal  budget  deficit.  Deficit 
reduction  will  make  more  of  Americans'  savings  available  for  increased  private  investment. 

Question  3 
Question: 

Why  does  the  Administration  propose  to  deny  deductions  for  compensation  in  excess  of 
$1  million  paid  only  to  business  executives?  Would  it  favor  extending  the  proposal  to  other 
highly-paid  individuals? 

Answer 

Concerns  have  arisen  that  some  corporate  executives  have  received  exorbitant 
compensation  packages  even  while  their  companies  have  performed  poorly.  Our  proposal 
addresses  these  concerns  by  introducing  a  strong  incentive  for  corporations  to  explicitly  link 
executive  pay  to  productivity. 
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The  deduction  limit  is  to  apply  exclusively  to  corporate  executives  for  two  reasons. 
First,  it  is  this  class  of  employees  who  control  the  business  and  have  the  most  direct  impact  on 
how  it  performs.  Second,  in  many  cases  corporate  executives  can,  in  effect,  set  their  own 
salaries  without  adequate  disclosure  or  approval  by  the  shareholders.  The  result  can  be  a 
generous  pay  package  for  an  executive  even  in  a  year  when  the  firm's  employees  and 
shareholders  are  suffering  the  consequences  of  substandard  sales  and  profits. 

For  these  reasons,  we  would  not  support  an  amendment  extending  the  proposal  to  cover 
highly-paid  individuals  other  than  corporate  executives. 

Question  4 

Question: 

How  many  business  men  and  women  will  be  affected  by  the  increase  in  top  individual 
income  tax  rates?  Will  the  proposed  rate  increase  result  in  the  loss  of  jobs?  What  sort  of 
"marriage  penalty"  results  from  the  proposed  rate  changes? 

Answer: 

Of  the  1.2  million  taxpayers  affected  by  the  new  36  and  39.6  percent  rates  in  1993,  0.8 
million  report  at  least  $1  of  income  or  loss  through  some  form  of  business  (i.e.,  sole 
proprietorship,  farm  proprietorship,  partnership  or  subchapter  S  corporation).  However,  not  all 
taxpayers  reporting  business  income  or  losses  are  what  numy  think  of  as  a  small  business  man 
or  women.  For  example,  some  taxpayers  only  report  passive  income,  while  others  only  report 
losses.  When  these  taxpayers  are  excluded  from  the  estimates,  0.5  million  taxpayers  with 
business  income  would  be  affected. 

This  estimate  includes  many  taxpayers  with  only  small  amounts  of  business  income.  If 
only  taxpayers  whose  small  business  income  exceeded  their  wage  income  were  included  in  the 
estimates,  only  300,000  taxpayers  with  business  income  would  pay  higher  taxes. 

Nevertheless,  even  using  the  more  liberal  definition  of  who  might  be  characterized  as  a 
business  man  or  woman,  about  300,000  of  the  14.5  million  sole  proprietorships,  600,000  of  the 
4.8  million  partners,  300,000  of  the  1.9  million  filers  reporting  S  corporation  income,  and  less 
than  50,000  farmers  will  pay  higher  taxes. 

The  Administration's  budget  proposal  has  been  designed  to  increase  the  number  of  jobs 
and  employment  opportunities  for  Americans.  In  looking  at  the  macroeconomic  effects,  it  would 
be  misleading  to  concentrate  solely  on  the  proposal  to  increase  the  top  tax  rates  while  ignoring 
the  rest  of  the  budget  proposal.  The  Administration  believes  that  in  total,  its  proposal  will 
increase  jobs  and  speed  economic  growth. 

The  combined  federal  income  tax  of  two  single  persons  often  differs  from  the  tax  they 
would  pay  if  they  marry  and  a  file  joint  federal  income  tax  return.  If  marriage  increases  the  tax, 
the  couple  is  said  to  incur  a  "marriage  penalty."  If  marriage  lowers  the  tax,  the  couple  is  said 
to  receive  a  "marriage  bonus."  When  one  spouse  has  most  of  the  income,  marriage  bonuses  are 
common.  When  spouses  have  approximately  equal  incomes,  marriage  penalties  tend  to 
predominate.  Marriage  penalties  occur  because  tax  brackets  for  joint  filers  are  not  twice  as  large 
as  for  single  filers.   Similarly,  standard  deductions  are  not  twice  as  large  as  for  singles. 

In  order  to  show  the  levels  of,  and  changes  in,  marriage  penalties  and  bonuses  which 
might  result  from  the  Administration's  proposals,  the  Office  of  Tax  Analysis  has  calculated  the 
tax  liability  for  representative  examples  of  couples  at  different  income  levels  and  with  different 
divisions  of  income.  The  examples  assume  that  two  single  persons  marry;  neither  has  any 
dependents.  It  is  further  assumed  that  itemized  deductions  are  equivalent  to  18  percent  of 
income,  and  that  taxpayers  claim  the  larger  of  their  itemized  deductions  or  the  standard 
deduction. 
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Table  1  shows  the  changes  in  marriage  penalties  for  different  earnings  splits  at  selected 
income  levels.    It  might  be  noted  that: 

•  The  changes  in  individual  income  tax  rates  will  raise  marriage  penalties  (or  reduce 
marriage  bonuses)  significantly  for  many  high  income,  two-earner  taxpayers.  However, 
some  high  income  couples,  especially  where  the  second  earner  earns  less  than  15  percent 
of  combined  earnings,  will  continue  to  receive  marriage  bonuses  even  after  the  proposed 
changes.  The  increases  in  marriage  penalties  stem  from  the  proposed  36  percent  and 
39.6  percent  tax  brackets. 

•  Marriage  penalties  and  bonuses  will  not  change  for  most  taxpayers  in  the  middle  income 
range.  Where  one  spouse  earns  considerably  more  than  the  other  spouse,  marriage 
bonuses  will  continue  to  be  common. 

•  There  will  be  reductions  in  marriage  jjenalties  for: 

two-earner  couples  where  the  lesser-earning  spouse  earns  under  10  percent  to  15 
percent  of  combined  earnings  and  who  have  combined  earnings  in  the  $150,000 
to  $250,000  range,  and 

for  couples  with  incomes  over  approximately  $150,000  where  one  spouse  earns 
all  of  the  income. 


Table  1 

lncreases(  +  )  or  Decreases(-)  in  Marriage  Penalties 
from  Clinton  Tax  Proposals,  at  1993  Levels 


Division 

of  Earnings  Between 

Spouses 

Adjusted 

100% 

95% 

90% 

85% 

80% 

75% 

70% 

65% 

60% 

55% 

50% 

Gross 
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and 

and 

and 

and 

and 

and 

and 

and 

and 

and 

Income 

0% 

5% 

10% 

15% 

20% 

25% 

30% 

35% 

40% 

45% 

50%  1 

150  000 

-462 

-50 

0 

0 

0 

0 

0 

0 

0 

0 

0 

175.000 

-1.250 

-679 

-507 

-135 

237 

274 

275 

275 

275 

275 

275 

200.0CO 

-1.250 

-825 

-400 

25 

450 

875 

1,300 

1,337 

1,337 

1,337 

1.337 

250.000 

-1  250 

-719 

-167 

344 

875 

1,407 

1.938 

2,469 

3.000 

3.462 

3.462 

300.000 

-1.250 

-550 

87 

725 

1.362 

2.000 

2.637 

3,275 

3.913 

4.550 

4.726 

400  000 

-1.250 

213 

1.674 

3.135 

4.597 

6,059 

6.973 

7.786 

7,786 

7.786 

7.786 

500.000 

-1.250 

578 

2.405 

4.233 

6.060 

7,888 

9,253 

10,018 

10,783 

10.846 

10.846 

600.000 

-1.250 

944 

3.136 

5.330 

7.522 

9,253 

10.171 

11,089 

12.007 

12.925 

13.780 

700.000 

-1.250 

1.309 

3.867 

6.426 

8.947 

10,018 

11,089 

12.160 

13.231 

13,780 

13.780 

600.000 

-1.250 

1.674 

4.598 

7.522 

9.559 

10.783 

12,007 

13.231 

13.780 

13,780 

13,780 

900.000 

-1.250 

2.040 

5.329 

8.619 

10.171 

11.548 

12,925 

13.780 

13.780 

13,780 

13.780 

1.000.000 

-1.250 

2.405 

6.060 

9.253 

10.783 

12,313 

13,780 

13,780 

13.780 

13.780 

13,780 

1.500.000 

-1.250 

4.233 

9.253 

11.548 

13.780 

13,780 

13,780 

13.780 

13.780 

13,780 

13.780 

2.000.000 

-1.250 

5.060 

10.783 

13.780 

13,780 

13,780 

13.780 

13,780 

13,780 

13,780 

13.780 

2.500.000 

-1.250 

7.688 

12.313 

13.780 

13,780 

13.780 

13,780 

13,780 

13.780 

13,780 

13.780 

3.000.000 

-1.250 

9.253 

13.780 

13.780 

13,780 

13,780 

13,780 

13,780 

13.780 

13,780 

13.780 

4.000.000 

-1.250 

10.783 

13.780 

13.780 

13,780 

13.780 

13,780 

13.780 

13,780 

13,780 

13.780 

5.000.000 

-1.250 

12.313 

13.780 

13.780 

13,780 

13,780 

13.780 

13.780 

13.760 

13.780 

13,780 
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Question  5 


Question: 


Under  the  Administration's  proposed  rate  increase,  how  many  taxpayers  might  be  subject 
to  marginal  federal  and  state  tax  rates  in  excess  of  50  percent? 

Answer: 

The  effective  marginal  tax  rate  which  a  taxpayer  faces  depends  not  only  on  statutory  rates 
for  federal  income  taxes,  social  security  taxes,  and  state  and  local  income  taxes,  but  also  on 
various  interactions  with  other  provisions  within  each  tax  system  and  between  tax  systems. 

Within  the  federal  income  tax  system,  the  effective  marginal  federal  income  tax  rates 
faced  by  higher  income  taxpayers  typically  dq)end  on  three  provisions:  (1),  the  statutory  rate 
brackets;  (2),  the  limitation  on  itemized  deductions  ("Pease");  and  (3),  the  Personal  Exemption 
Phaseout  ("PEP").  The  Administration's  proposals  call  for  highest  statutory  income  tax  rate  to 
be  39.6  percent.  That  rate  will  apply  to  taxable  income  in  excess  of  $250,000.  Under  the 
Administration's  proposals,  however,  only  1.2  percent  of  returns  will  face  either  of  the  new 
statutory  rates  of  36  percent  and  39.6  percent.  Thus,  98.8  percent  of  all  tax  returns  will  not  be 
affected  by  higher  marginal  income  tax  rates.  By  itself,  the  new  top  rate  would  produce  a 
marginal  rate  of  39.6  percent  for  affected  taxpayers. 

The  limitation  on  itemized  deductions  generally  reduces  allowable  itemized  deductions 
in  1993  by  3  percent  of  the  amount  by  which  AGI  exceeds  $108,450.  (The  base  amount  is 
indexed  annually  to  reflect  inflation.)  As  a  result,  Pease  effectively  raises  marginal  rates  to  103 
percent  of  the  statutory  rates.  Pease  would  increase  marginal  tax  rates  by  1 .  19  percentage  points 
in  the  39.6-percent  bracket,  producing  an  effective  marginal  rate  of  40.79  percent. 

The  deduction  for  personal  exemptions  ($2,350  per  exemption  for  1993)  b^ins  to  be 
phased  out  for  taxpayers  with  AGI  above  $162,700  (joint),  $108,450  (single),  or  $135,600  (head 
of  household).  (These  thresholds  are  for  1993  and  indexed  annually  to  reflect  the  effects  of 
inflation.)  Since  PEP  reduces  all  personal  exemptions  simultaneously,  in  the  phaseout  range 
effective  marginal  income  tax  rates  dqiend  on  family  size.  In  addition,  since  the  PEP  phaseout 
occurs  over  a  $125,000  AGI  range  which  remains  constant  from  year  to  year,  whereas  the  size 
of  each  personal  exemption  is  indexed  annually  to  reflect  inflation,  the  marginal  rate  effects  of 
PEP  may  increase  annually.  In  1993,  the  phaseout  of  each  personal  exemption  would  increase 
the  39.6  percent  statutory  rate  by  approximately  0.74  percentage  point.  Similarly,  the  phaseout 
of  each  personal  exemption  would  increase  the  36  percent  statutory  rate  by  about  0.68 
percentage  point,  and  would  increase  the  31  percent  statutory  rate  by  about  0.58  percentage 
point. 

For  single  and  head  of  household  taxpayers,  personal  exemption  phaseouts  do  not  occur 
while  taxpayers  are  in  the  39.6  percent  tax  bracket.  For  married  taxpayers  filing  jointly, 
however,  there  is  a  small  income  range  over  which  some  taxpayers  could  be  affected  by  both 
the  39.6  percent  statutory  marginal  rate  and  PEP.  In  most  cases,  however,  PEP  will  affect 
taxpayers  in  the  31  percent  and  36  percent  tax  brackets. 

Effective  marginal  federal  income  tax  rates  including  the  impact  of  Pease  alone  and  of 
Pease  and  PEP  together  are  shown  for  four  person  families  in  Table  1 .  Table  2  contains  similar 
data  for  single  filers.  Note,  however,  that  it  is  very  unlikely  for  a  taxpayer  in  the  39.6  tax 
bracket  to  be  affected  by  PEP. 

Removing  the  HI  wage  base  cap  will  affect  all  workers  with  earnings  exceeding 
$135,(X)0.  It  will  not  have  any  impact  on  workers  earning  less  than  $135,(XX),  or  on  those 
without  any  earned  income. 

Marginal  tax  rates  on  the  employee  earning  over  $135, OCX)  will  increase  by  1.45 
percentage  points  from  its  current  level  of  zero.  (Under  the  assumption  that  the  corresponding 
increase  on  the  employer  is  borne  by  the  employee,  the  resulting  increase  on  the  worker  is  2.9 
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percentage  points.  The  2.9  percent  level  should  be  reduced,  however,  to  reflect  the  income  tax 
deductibility  of  the  employer  share  of  HI  taxes.)  Since  marginal  tax  rates  due  to  the  HI  tax  for 
employees  and  to  federal  income  taxes  are  additive,  the  maximum  combined  marginal  federal 
income  tax  plus  HI  tax  rate  for  a  worker  in  the  39.6  percent  income  tax  bracket  who  is  affected 
by  both  Pease  and  PEP  will  be  45.22  percent  (income  tax  of  43.77  percent  plus  HI  of  1.45 
percent).  In  the  more  typical  case  of  a  39.6  percent  bracket  taxpayer  who  is  only  affected  by 
Pease,  the  combined  effective  marginal  rate  will  be  42.24  percent.  (In  other  situations,  the 
combined  HI  and  federal  income  tax  rates  can  be  obtained  by  adding  the  HI  rate  to  the  rates 
shown  in  Tables  1  and  2.) 

Although  the  HI  tax  rate  for  self-employed  workers  is  2.9  percent,  that  rate  only  applies 
to  92.35  percent  of  self-employment  income,  and  one-half  of  the  self-employment  tax  is 
deductible  for  income  tax  purposes.  As  a  result,  the  combined  marginal  federal  income  and  HI 
tax  rates  for  self-employed  workers  are  not  significantly  higher  than  for  employees.  For 
example,  the  39.6  percent  tax  bracket  employee  who  is  affected  by  both  Pease  and  PEP  has,  as 
described  above,  an  effective  marginal  income  tax  rate  of  43.77  percent  and  an  HI  rate  of  1.45 
percent,  for  a  total  rate  of  45.22  percent.  If  that  same  worker  were  self-employed,  the  HI  rate 
would  be  2.68  percent  but  income  tax  deductible  of  half  of  the  HI  tax  would  reduce  the  marginal 
federal  income  tax  rate  to  43.22  percent.  The  combined  rate  would  be  45.90  percent  for  the 
self-employed  worker  as  compared  with  45.22  percent  for  the  employee. 

State  and  local  income  taxes  can  further  increase  the  effective  marginal  tax  rates  cited 
above.  As  for  federal  income  taxes,  the  effective  marginal  rates  depend  not  only  on  statutory 
marginal  rates  but  also  on  various  provisions,  phaseouts,  and  interactions  within  each  state's  or 
locality's  own  tax  system.  However,  the  resulting  state  and  local  marginal  tax  rates  cannot 
simply  be  added  to  federal  income  tax  rates  to  obtain  a  combined  rate.  Because  state  and  local 
income  taxes  are  generally  permitted  as  itemized  deductions  for  federal  income  tax  purposes, 
the  combined  rate  is  less  than  the  sum  of  the  state  rates  and  federal  rates  discussed  above. 
Moieovo-,  the  higher  the  marginal  federal  rate,  the  greater  will  be  the  reduction  from 
deductibility  for  state  and  local  income  taxes. 

If  a  taxpayer  were  in  the  39.6  percent  tax  bracket  and  were  affected  by  both  Pease  and 
PEP,  his  or  her  effective  federal  marginal  income  tax  rate  would  be  43.77  percent  and  his  or 
her  HI  rate  would  be  1.45  percent.  In  order  for  state  and  local  income  taxes  to  push  this 
taxpayer's  combined  marginal  tax  rate  to  the  50  percent  level,  the  effective  marginal  state  and 
local  tax  rates  would  have  to  exceed  8.5  percent,  as  shown  in  Example  1. 

In  the  less  unusual  situation  of  a  taxpayer  in  the  39.6  percent  tax  bracket  and  affected 
only  by  Pease,  his  or  her  effective  federal  marginal  income  tax  rate  would  be  40.79  percent  and 
his  or  her  HI  rate  would  be  1 .45  percent.  In  order  for  state  and  local  income  taxes  to  push  this 
taxpayer's  combined  marginal  tax  rate  to  the  50  percent  level,  the  effective  marginal  state  and 
local  tax  rates  would  have  to  exceed  13.1  percent,  as  shown  in  Example  2.  Thus,  a  taxpayer 
living  in  New  York  City  and  facing  the  maximum  combined  state  and  local  income  tax  brackets 
of  12.335  percent  would  not  reach  a  combined  federal,  state,  and  city  marginal  income  tax  and 
HI  rate  of  50  percent. 
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Table  1 


Effective  Marginal  Federal  Income  Tax  Rates 

in  1993  Under  Clinton  Proposals 

For  4-Person  Families   */ 


Statutory  Effective  Marginal  Rates 

Income  Including  Including 

Tax  'Pease'  "Pease"  & 

Rate  "PEP* 


28% 

28.84% 

30.95% 

31% 

31.93% 

34.26% 

36% 

37.08% 

39.79% 

39.6% 

40.79% 

43.77% 

U.S.  Treasury  Depart! 

nent 

March  4,  1 993 

Office  of  Tax  Analysis 


*/  Since  the  Personal  Exemption  Phaseout  reduces 
all  personal  exemptions  simultaneously, 
the  effective  marginal  income  tax  rate  increases 
with  family  size. 
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Table  2 


Effective  Marginal  Federal  Income  Tax  Rates 

in  1993  Under  Clinton  Proposals 
For  Single  Taxpayers  Without  Dependents   */ 


Statutory 

Effective  Marg 

inal  Rates 

Income 

Including 

Including 

Tax 

■Pease" 

•Pease"  & 

Rate 

•PEP' 

28% 

28.84% 

29.37% 

31% 

31.93% 

3251% 

36% 

37.08% 

37.76% 

39.6% 

40.79% 

41.53% 

U.S.  Treasury  Department  March  4,  1993 

Office  of  Tax  Analysis 


*/  Since  the  Personal  Exemption  Phaseout  reduces 
all  personal  exemptions  simultaneousiy, 
the  effective  marginal  income  tax  rate  increases 
with  family  size. 

Example  1 

Marginal  State  Income  Tax  Rate  Required  to  Reach  50%  Combined  Rate 

For  a  Taxpayer  with  an  Effective  Marginal  Federal  Income  Tax  Rate  of  43.77% 

Effective  Marginal  Rates 

Federal  income  tax  rate  in  the  absence  43.77  % 

of  state  and  local  income  taxes 

State  and  local  income  tax  rate  8.50  % 

Approximate  reduction  in  marginal  -3.72  % 

federal  tax  rate  due  to  deductibility 
of  state  and  local  income  taxes 

Hospital  Insurance  (HI)  ^  1.45  % 

COMBINED  EFFECTIVE  MARGINAL  RATE     50.00  % 
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Example  2 

Marginal  State  Income  Tax  Rate  Required  to  Reach  50%  Combined  Rate 

For  a  Taxpayer  with  an  Effective  Marginal  Federal  Income  Tax  Rate  of  40.79% 


Effective  Marginal  Rates 

Federal  income  tax  rate  in  the  absence  40.79  % 
of  state  and  local  income  taxes 

State  and  local  income  tax  rate  13.10  % 

Approximate  reduction  in  marginal  -5.34  % 
federal  tax  rate  due  to  deductibility 
of  state  and  local  income  taxes 

Hospital  Insurance  (HI)  1.45  % 

COMBINED  EFFECTIVE  MARGINAL  RATE  50.00  % 


Question  6 

Question: 

Would  the  temporary  incremental  investment  tax  credit  encourage  short-term  planning? 
Does  it  encourage  an  acceleration  of  investment,  rather  than  a  higher  level  of  investment? 

Answer: 

The  Administration's  proposal  encourages  capital  formation  in  at  least  three  ways.  First, 
we  offer  a  permanent  investment  tax  credit  (ITC)  to  smaller  American  businesses.  Second,  we 
offer  a  temporary  ITC  to  large  businesses.  Third,  our  overall  economic  package  would 
substantially  reduce  the  federal  deficit,  and  so  would  reduce  market  interest  rates.  The  fall  in 
intere".  r  'es,  in  turn,  would  help  encourage  additional  investment  both  in  the  short-term  and  ''le 
long-l  rr.  . 

The  proposed  temporary  ITC  would  not  encourage  businesses  to  focus  excessively  on  the 
short-run,  at  the  expense  of  long-term  objectives.  It  would,  however,  encourage  businesses  to 
make  additional  investments  during  the  qualifying  period,  which  would  help  to  speed  the 
recovery  from  the  current  recession.  We  believe  the  economic  stimulus  of  an  ITC  would  be 
especially  appropriate  since  it  would  encourage  capital  spending,  which  has  been  lower  in  the 
U.S.  than  many  would  desire.  Furthermore,  since  capital  investments  are  long-lived,  the 
temf)orary  ITC  would  help  raise  the  U.S.  capital  stock  for  many  years  to  come,  even  though  the 
investment  incendve  is  only  temporary. 

A  temporary  ITC  does  present  opportunities  for  shifting  purchases  between  periods.  That 
is  why  we  include  in  our  proposal  elaborate  recapture  rules.  Under  these  rules,  companies  must 
pay  the  ITCs  back  to  the  government  if  their  future  investment  falls  below  historic  levels. 
Thus,  companies  that  simply  accelerate  next  year's  investment  into  the  current  year  to  generate 
ITCs  next  year  will  have  to  recapture  their  current  ITCs. 
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Prepared  Statement  of  Dr.  Michael  J.  Boskin 


Chairman  Moynihan,  Ranking  Member  Packwood  and  other  distinguished  members  of 
the  Committee.  I  am  pleased  to  testify  before  this  Committee  or  -e  gain.  As  requested,  I  will 
briefly  discuss  taxes,  spending  and  deficits,  the  interaction  amou»  g  uem  and  with  the  economy. 
My  remarks  primarily  will  deal  with  general  principles  and  historical  interpretations,  but  I  will 
present  a  few  observations  on  the  President's  budget  program. 

1 .  Amercians  have  become  increasingly  concerned  that  the  federal  govenment  is  passing 
on  to  future  generations  large  and  growing  liabilities  that  will  reduce  their  standard  of  livmg 
below  what  it  might  otherwise  have  been.  Of  the  many  government  activities  that  may  affect 
future  living  standards,  almost  all  of  the  attention  has  focused  on  the  federal  debt  and  the  large 
and  persistant  federal  govemament  deficits.  Much  of  this  concern  is  correctly  placed:  the  debt 
and  deficit  can  affect  intergenerational  equity  and,  under  certain  conditions,  can  adversely  affect 
the  economy's  productive  capacity. 

2.  However,  the  federal  debt  and  budget  deficit  represent  only  two  of  many  factors  that 
will  affect  fumre  living  standards.  They  are  an  incomplete  measure  of  the  legacy  being  passed 
to  the  future  because  they  do  not  incluse  private  assets,  government  assets,  the  increase  or 
decrease  in  the  future  benefits  citizens  will  receive  from  our  economic  and  social  institutions, 
such  as  a  sound  monetary  system,  open  international  markets,  and  the  nation's  educational 
system.  If  the  nation  were  rapidly  building  assets,  improving  its  elementary  and  secondary 
education  system  and  strengthening  its  market  institutions,  the  budget  deficits  would  be  less  of 
a  concern. 

3.  Even  in  accoimting  for  the  federal  government's  liabilities,  the  debt  and  deficit  are 
narrow  and  imprecise  measures.  The  traditionally  measured  deficit  reflects  current  cash  outlays 
and  receipts,  ignoring  the  fumre  costs  of  current  commitments;  it  fails  to  account  for  the  effects 
of  inflation  in  reducing  the  burden  of  the  debt;  and  does  not  distinguish  capital  from  current 
outlays  and  depreciation  and  obsolescence  of  govenment  capital  in  a  meaningful  way,  to  name 
but  a  few  obvious  accounting  problems. 

4.  While  most  of  the  attention  has  focused  on  the  potentially  negative  consequences  of 
deficits  on  the  economy,  deficits  reflect  as  well  as  affect  the  state  o  Jie  economy.  There  has 
been  a  sizable  cyclical  component  to  the  deficit  for  several  years  and  /ill  be  for  at  least  another 
two  or  three  years.  Once  back  to  fiill  employment,  a  higher  rate  of  productivity  growth  will 
lead  to  even  faster  revenue  growth  which,  if  additional  revenue  is  not  spent,  can  reduce  the 
deficit  substantially. 

5.  At  a  given  point  in  time,  even  if  all  the  adjustments  mentioned  above  were  made,  the 
deficit  would  simply  be  the  level  of  spending  less  revenues.  This  simple  accounting  identity  has 
caused  too  miu:h  discussion  of  the  deficit,  taxes,  and  spending  to  degenerate  into  an  overly 
simplified  arithmetic.  If  spending  exceeds  revenues  by  $300  billion  this  year,  it  is  tempting,  but 
quite  possibly  wrong,  to  conclude  that  cutting  spending  or  raising  taxes  by  S300  billion  will 
balance  the  budget.  This  is  so  for  many  reasons,  the  two  most  important  which  are  that  this 
thought  process  ignores  the  effects  of  fiscal  policy  on  the  economy  and  the  political  dynamics 
of  fiscal  policy.  For  example,  a  large  tax  increase  will  slow  economic  growth  which  in  mm  will 
offset  some  or  all  of  the  attempt  to  raise  more  revenue,  the  amount  depending  in  part  on  the  tax 
structure  and  types  of  tax  changes  proposed.  To  the  extent  additional  revenues  are  raised,  they 
may  not  be  devoted  to  deficit  reduction,  but  rather  to  spending  increases.  While  I  do  not  believe 
there  is  a  mechanical  "iron  law"  that  every  dollar  of  additional  revenue  will  automatically  be 
spent,  I  do  believe  that  political  theory  and  ample  historical  evidence  exists  to  warrant  a  healthy 
degree  of  skepticism  that  planned  tax  increases  will  permanendy  reduce  the  deficit  anywhere 
close  to  dollar  for  dollar. 

6.  The  tax  structure  heavily  affects  the  economy  and  revenues.  High  marginal  tax  rates 
lead  taxpayers  to  defer  and  )  lelter  income  and  therefore  raise  little  if  any  exta  revenue.  In 
fact,  the  most  careful  analyse  to  date  of  the  likely  impact  of  President  Clinton's  proposed  tax 
rate  increases  concludes  they  will  raise  only  30  percent  of  what  the  Administration  projects 
because  of  taxpayer  behavioral  responses  to  reduce  tax  burdens.  And  as  this  committee  knows 
from  the  hearings  and  debates  surrounding  the  1986  tax  reforms,  the  economic  loss  from  tax  rate 
increases  becomes  progressively  worse  as  the  rates  rise. 
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7.  The  putative  reason  to  reduce  the  budget  deficit  is  to  decrease  the  drain  on  private 
saving  available  for  productive  private  investment  so  that  increased  investment  can  raise  future 
living  standards.  This  implies  that  tax  increases  which  reduce  private  saving  or  investment  are 
counterproductive  to  the  purpose  of  reducing  the  deficit,  even  if  the  obstacles  mentioned  above 
are  overcome  and  the  deficit  is  reduced.  This  implies  that  changes  in  the  tax  structure  moving 
toward  taxing  consumed  iiKome,  thereby  eliminating  the  double  taxation  of  savings,  can  help 
achieve  the  same  goal  as  deficit  reduction.  Such  a  tax  reform  is  increasingly  viewed  as  more 
ammenable  to  simplicity  and  fairness  as  well.  It  would  be  simpler  to  integrate  the  corporate  and 
personal  taxes,  eliminating  the  double  taxation  of  corporate  source  income  and  part  of  the  bias 
toward  debt  finance,  in  this  context.  And  capital  gains  which  were  reinvested  would  not  be 
taxed  at  all,  similar  to  the  current  tax  treatment  of  housing,  whereas  if  no  other  adjustments  were 
made,  realized  capital  gains  which  were  consumed  would  be  taxed  at  ordinary  rates.  From  the 
standpoint  of  tax  structure,  the  President's  proposed  increase  in  the  corporate  income  tax  rate 
is  but  one  example  of  undoing  with  the  right  hand  what  the  left  hand  is  allegedly  trying  to 
accomplish.  I  might  add  that  a  sizable  fraction  of  the  income  slated  for  higher  marginal  tax  rates 
under  the  President's  plan  is  subchapter  S  small  business  corporate  income.  I  believe  this  is  not 
fully  appreciated.  The  proposal  will  not  just  tax  "the  rich,"  but  will  substantially  reduce  the 
after-tax  corporate  profits  available  for  job-creating  reinvestment  in  small  businesses  which 
produce  the  bulk  of  the  new  jobs  in  our  economy. 

8.  With  respect  to  the  specific  questions  raised  in  Senator  Packwood's  letter.  I  believe 
the  charts  he  presents  are  quite  in  "uctive:  1)  Higher  taxes  have  accompanied  higher  spending 
and  persistent  or  even  growing  deficits.  While  it  is  noted  above  the  causality  among  these 
features  is  complex,  I  do  believe  it  is  fair  to  conclude  that  absent  strong  controls  on  spending, 
and  measures  to  enhance  the  economy's  growth,  tax  increases  are  unlikely  to  reduce  the  budget 
deficit  substantially  and  permanently.  Controlling  the  growth  of  existing  spending  programs  and 
avoiding  new  programs  with  their  proclivity  for  future  growth  are  far  more  likely  to  reduce  the 
strucmral  deficit  permanently.  2)  While  the  numbers  are  difficult  to  compare  across  countries, 
the  share  of  government  spending  gross  domestic  product  in  the  United  States  is  far  more 
conducive  to  a  healthy  economy  than  the  much  larger  shares  in  Europe.  In  fact,  it  is  certainly 
better  to  have  the  current  U.S.  share  of  government  spending  in  the  economy  even  with  current 
structural  budget  deficits  than  it  would  be  to  have  a  European  sized  50-60  percent  government 
spending  share  with  a  balanced  budget.  3)  While  the  economically  optimal  share  of  government 
spending  in  the  economy  may  vary  over  time,  for  example  due  to  swings  in  demography,  or 
temporary  emergencies  such  as  wars,  a  growing  body  of  statistical  evidence  is  accumulating  in 
academic  economics  journals  in  recent  years  which  suggests  that  a  larger  government  share  in 
the  economy  is  associated  with  slower  economic  growth  in  a  broad  cross-section  of  developed 
and  developing  countries.  While  the  government  does  have  some  important  functions  to 
perform,  government  spending  crowds  out  private  activity  which  in  general  must  be  the  basic 
engine  of  growth  in  a  healthy  economy.  4)  An  absolutely  necessary  component  of  any 
successful  deficit  reduction  strategy  must  involve  slowing  the  increase  of  spendirg  in  government 
retirement  programs  and  in  government  financed  health  care.  While  one  >  ui  juibble  over  the 
details  in  the  Congressional  Budget  Office  and  Library  of  Congress  charts,  Jie  basic  conclusion 
drawn  from  them  is  certainly  correct. 

9.  Finally,  the  best  fiscal  approach  to  dealing  with  the  problems  potentially  caused  by 
the  large  and  persistent  budget  deficits  projected  to  grow  still  larger  late  in  this  decade  and  into 
the  next  is  to  slow  the  growth  of  government  spending  and  reform  the  tax  structure  to  stimulate 
economic  growth.  In  this  regard.  President  Clinton's  budget  proposals  are  particularly 
disappointing.  Insufficient  attention  is  paid  to  slowing  the  growth  of  non-defense  spending  over 
the  longer  term.  The  many  new  programs  are  likely  to  grow  far  beyond  the  projected  amounts 
and  will  be  difficult  to  curtail.  The  defense  reductions,  above  and  beyond  the  already  approved 
future  drawdown  to  the  smallest  defense  share  in  GDP  since  the  1930's,  will  be  d:fficult  to  make 
in  a  dangerous  and  volatile  world.  And  the  tax  changes  are  more  likely  to  retard  growth  than 
to  enhance  it,  even  if  they  somehow  manage  to  raise  revenue. 
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Prepared  Statement  of  Hon.  Charles  A.  Bowsher 

Mr.  Chairman  and  Members  of  the  Committee:  I  appreciate  the  opportunity  to  ap- 
pear today  to  discuss  the  importance  of  deficit  reduction  to  our  nation's  long-term 
economic  health. 

The  federal  deficit  is  not  the  only  problem  we  face  as  a  nation,  but  if  we  cannot 
turn  the  deficit  path  around — if  we  cannot  put  ourselves  on  a  credible  path  toward 
balance  (or  surplus) — then  our  ability  to  solve  our  other  pressing  problems  will  be 
severely  limited. 

Deficits  by  themselves  do  not  create  crises,  but  they  do  erode  the  savings  needed 
for  private  investment  and  future  economic  growth.  As  figure  1  shows,  the  rising 
deficit  in  the  1980s  and  early  1990s  coincided  with  a  sharp  drop  in  the  net  national 
savings  available  for  investment.  The  share  of  national  savings  absorbed  by  the  defi- 
cit grew  from  2  percent  in  the  19608  to  58  percent  in  1990.  Only  an  influx  of  foreign 
capital  sustained  investment.  Unfortunately  this  reliance  on  foreign  investment  has 
its  price,  because  future  profits  and  interest  payments  will  flow  abroad.  There  is 
much  we  do  not  yet  know  about  increasing  investment  and  productivity,  but  we  do 
know  that  increasing  national  savings  by  reducing  the  deficit  will  promote  greater 
investment  and  long-term  economic  growth. 


Figur*  1   Effect  of  th*  Fadarw  Budgat 
0«ficit  on  Net  National  Savlnga 
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Last  June  we  issued  a  report^  in  which  we  sought  to  describe  in  concrete  terms 
why  we  must  act.  In  that  report,  we  adapted  a  model  developed  by  economists  at 
the  Federal  Reserve  Bank  of  New  York  to  explore  the  long-term  effects  of  different 
fiscal  policies.  In  particular,  the  model  captures  the  links  between  the  deficit,  inter- 
est costs,  and  the  national  savings  rate.  This  year's  deficit  not  only  reduces  this 
year's  national  savings,  it  also  increases  interest  costs  and  deficits  in  future  years, 
further  depressing  savings  and  economic  growth. 

INACTION  IS  NOT  A  SUSTAINABLE  POUCY 

If  we  were  to  continue  our  recent  spending  and  tax  policies,  our  projections  show 
deficits  exploding  to  20  percent  of  gross  national  product  (GNP)  by  2020.  Figure  2 
shows  the  deficit  under  this  "no  action"  scenario.  We  do  not  believe  this  scenario 
can  occur  because  we  would  face  financial  crisis  before  we  reached  that  point,  but 
the  trends  that  produce  the  result  are  instructive.  The  steep  increase  in  the  pro- 
jected deficit  after  2010  reflects  the  symbiotic  relationship  of  the  growing  debt  and 
the  increased  interest  costs  associated  with  financing  it,  as  well  as  rising  retirement 
and  health  care  costs.  In  our  model  this  is  happening  in  the  environment  of  an  econ- 
omy whose  growth  is  slowed  by  the  debilitating  effect  of  the  deficits  on  national  sav- 
ings and  investment.  Indeed,  in  the  final  years  of  the  projection  period,  the  model 
shows  the  economy  actually  contracting. 


^Budget  Policy:  Prompt  Action  Necessary  to  Avert  Long-Term  Damage  to  the  Economy  (GAO/ 
OCG-92-2,  June  5,  1992). 
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Figurt  2   No  Action  Scanario  Budgat  Osticita  (1992-2020) 
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Although  these  projections  show  what  looks  like  an  economic  extreme,  they  are 
the  logical  extension  of  recent  tax  and  spending  policies.  We  do  not  believe  this  "no 
action"  path  is  sustainable.  If  we  do  not  act  on  our  own  initiative,  a  financial  crisis 
would  force  us  to  act.  Therefore,  it  is  important  to  recognize  that  the  question  facing 
policymakers  is  not  whether  to  reduce  the  deficit,  but  rather  when  and  how  to  re- 
duce it  and  whether  we  will  design  the  progrgmi  or  have  it  forced  upon  us. 

Figure  3  shows  the  forces  driving  the  long-term  explosion  of  federal  spending  if 
recent  poUcies  continue:  health  spending,  interest  payments,  and  retirement  costs. 
Beginning  around  the  year  2010,  the  nation  will  undergo  a  major  demographic  shift. 
The  baby  boom  generation  will  enter  retirement  at  a  time  of  increased  life  expect- 
ancy. Not  only  will  the  number  of  elderly  increase,  but  the  nimiber  of  the  very  old — 
who  have  disproportionately  large  needs  for  health  and  other  services — will  also  in- 
crease. Moreover,  in  the  year  2020,  the  ratio  of  workers  to  retirees  will  decline  fi"om 
today's  3.4-to-l  to  2.4-to-l. 
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These  demographic  trends  have  profound  implications  for  the  budget.  The  size  of 
the  annual  Social  Security  surpluses  will  begin  declining  around  2010,  with  outlays 
projected  to  exceed  revenues  by  2017  imless  adjustment  are  made.  The  aging  of  the 
population  will  fuel  the  ah-eady-rapid  growth  in  health  care  costs.  Data  fro:  the  De- 
partment of  Health  and  Human  Services  indicate  that  Medicare  and  Medicaid  out- 
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lays  alone  will  grow  from  2.8  percent  of  GNP  in  1990  to  about  7  percent  in  2020. 
The  burgeoning  interest  costs  that  inevitably  accompany  persistently  high  deficits 
will  grow  to  consume  over  30  percent  of  federal  spending. 

"MUDDLING  THROUGH"  STILL  DOESN'T  SOLVE  THE  PROBLEM 

Recognizing  that  "no  action"  is  unsustainable,  we  also  looked  at  alternative  deficit 
paths:  (1)  a  "muddling  through"  scenario  in  which  the  deficit  is  held  to  3  percent 
of  GNP,  (2)  a  balance  scenario  in  which  budget  balance  is  achieved  in  2001  and 
maintained,  (3)  a  surplus  scenario  in  which  a  2  percent  surplus  is  reached  in  2005, 
maintained  until  2010,  and  then  phased  down  to  balance  by  2020.  Our  analysis 
showed  that  the  timing  of  deficit  reduction  has  a  great  impact  on  the  magnitude 
of  the  sacrifice  required  as  well  as  the  economic  benefits  ultimately  realized.  Figure 
4  shows  the  alternative  GNP  paths  under  our  four  scenarios. 
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Choosing  either  the  balance  or  the  surplus  policy  path  would  represent  a  kind  of 
preemptive  strike  against  the  otherwise  inexorable  spiral  driven  by  health,  interest 
payments,  and  retirement  costs.  While  either  of  these  choices  would  require  sizable 
sacrifice  and  very  difficult  decisions  in  the  near  term,  either  would  yield  great  long- 
range  benefits  to  the  health  of  the  economy.  Real  GNP  would  grow  significantly 
while  both  foreign  debt  and  public  debt  would  shrink.  Major  gains  in  economic  out- 
put would  be  achieved  while  a  greater  share  of  domestic  investment  would  be  fi- 
nanced by  domestic  sources. 

In  contrast,  while  the  "muddling  through"  option  of  bringing  the  deficit  down  to 
3  percent  of  GNP  and  holding  it  there  requires  less  sacrifice  in  the  short  term,  it 
grows  progressively  more  difficult — and  it  offers  much  less  in  terms  of  economic 
health.  The  "muddling  through"  option  can  be  tempting;  it  could  look  like  a  kind 
of  stable  equilibrium  after  the  substantial  initial  dose  of  deficit  reduction  required 
to  get  to  3  percent.  Unfortunately,  this  is  not  the  case.  Maintaining  a  3  percent  defi- 
cit offers  no  escape  either  from  progressively  harder  decisions  or  from  an  unaccept- 
able economic  future.  It  only  postpones  the  date  of  a  full  confrontation  with  the  un- 
derlying problem. 

Moreover,  failure  to  deal  decisively  with  the  deficit  early  on  leads  to  a  dramatic 
growth  in  interest  costs — already  the  fastest  growing  component  of  federal  spending. 
Compound  interest  is  a  wonderful  thing  when  you  are  earning  interest  on  savings. 
But,  as  you  have  so  often  pointed  out,  Mr.  Chairman,  compound  interest  is  killing 
us  in  the  budget.  Over  the  last  decade,  we  have  seen  how  compound  interest  adds 
to  the  damage  of  a  growing  deficit  as  interest  to  finance  the  debt  in  turn  adds  to 
the  amount  of  debt  that  must  be  financed.  Under  the  "muddling  through"  option 
this  phenomenon  continues  as  interest  costs  reach  nearly  $400  billion  in  1992  dol- 
lars by  2020.  Figure  5  shows  net  interest  costs  under  the  'foi"-  scenarios. 
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WHAT  IS  THE  OUTLOOK  TODAY? 

The  projections  I  discussed  above  were  released  last  June,  based  in  part  on  Con- 
gressional Budget  Office  (CBO)  near-term  deficit  projections  as  of  January  1992.  De- 
{>res8ing  as  these  figures  are,  they  now  look  to  have  been  overly  optimistic.  Due  in 
arge  part  to  the  weakness  of  the  economic  recovery,  the  near-term  deficit  outlook 
is  substantially  worse  than  was  predicted  at  the  start  of  last  year. 

To  provide  some  sense  of  how  much  worse,  we  reran  the  deficit  scenarios  with 
lower,  now  more  realistic,  inflation  rates  and  compared  the  results  to  those  of  last 
spring.  Current  CBO  baseline  estimates  are  about  $40  billion  higher  than  those  we 

{)rojected  last  spring.  That  is,  we  are  starting  even  further  down  than  we  thought 
ast  year.  (For  more  detail  on  what  we  did  and  the  results,  see  attachment  to  this 
statement.) 

Bad  as  these  deficit  numbers  and  the  ones  we  usually  cite  are,  in  some  ways  they 
understate  the  problem.  The  1992  unified  deficit  of  $290  billion  was  the  result  of 
a  federal  fund  deficit  of  $386  billion  offset  by  trust  fund  surpluses  of  $96  billion. 
Of  that  $96  billion,  $51  billion  was  the  social  security  trust  fund  surplus. 

The  role  of  interest  payments  in  our  budgetary  woes  is  also  highlighted  by  looking 
at  the  federal  funds  budget.  The  $199  billion  in  net  interest  we  paid  in  1992  does 
not  count  the  $78  billion  in  interest  paid  to  the  trust  funds — almost  $24  billion  of 
which  was  paid  to  the  social  security  trust  fund. 

Although  the  unified  deficit  is  an  accurate  indicator  of  the  impact  of  the  federal 
budget  on  today's  economy,  it  does  not  tell  the  whole  story  about  the  future.  When 
we  say  the  social  security  trust  fund  can  cover  promised  benefits,  we  are  assuming 
it  continues  to  receive  not  only  payroll  tax  payments  but  also  interest  on  its  bal- 
ances. If  we  are  concerned  about  providing  for  the  baby  boom's  retirement  without 
unduly  burdening  the  next  generation  of  workers,  then  we  must  be  concerned  about 
the  trust  funds.  The  trust  fund  surpluses  will  not  help  us  deal  with  the  future  if 
they  serve  merely  as  an  excuse  to  avoid  making  other  deficit  reductions.  We  should 
be  seeking  to  reduce  or  eliminate  the  federal  funds  deficit. 

In  addition,  most  of  the  risks  seem  to  be  on  the  side  of  a  worse-than-expected  re- 
sult rather  than  a  better-than-expected  outcome.  By  convention,  budget  projections 
ignore  many  future  claims  and  the  costs  of  unmet  needs  unless  they  are  the  subject 
of  policy  proposals  in  the  budget.  Examples  of  such  claims  and  needs — some  of 
which  this  administration  did  partially  address — are:  Pension  Benefit  Guaranty 
Corporation  liability  for  underfunded  pension  plans;  the  cost  of  cleaning  up  and 
modernizing  the  Department  of  Energy's  nuclear  weapons  production  complex;  the 
cost  of  hazardous  waste  pollution  cleanup  at  military  facilities;  cost  ovemms  in 
weapons  systems,  and  modernization  programs  at  the  Internal  Revenue  Service,  the 
Federal  Aviation  and  Social  Security  Administrations,  and  the  National  Weather 
Service. 
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I  list  these  not  to  create  despair  but  to  underline  the  need  to  act  rapidly  and  deci- 
sively. There  is  much  less  risk  of  doing  too  much  than  of  doing  too  little. 

WHAT  DOES  THIS  SAY  ABOUT  POLICY  PROPOSALS? 

The  President's  budget  proposals  and  the  House  and  Senate  budget  resolutions 
recognize  the  importance  of  bringing  down  the  deficit.  In  addition,  tnese  proposals 
acknowledge  that  serious  deficit  reduction  cannot  be  accomplished  if  any  major 
spending  category  or  revenue  increases  are  left  "off  the  table."  Those  involved  de- 
serve a  great  deal  of  credit  for  recognizing  these  facts. 

The  package  of  proposals  now  before  the  Congress  represents  an  important  first 
step  although  it  will  not,  by  itself,  put  us  on  a  path  to  balance  or  surplus.  Therefore, 
it  is  natural  to  question  the  wisdom  of  going  ahead  with  the  stimulus  program.  This 
is  really-a  question  of  risks.  The  program  is  small  enough  that  it  does  not  appear 
to  raise  the  risk  of  reigniting  inflation.  And  it  does  provide  a  modest  amount  of  in- 
surance in  case  the  recovery  proves  to  have  weak  legs.  After  all,  economists  have 
thought  they  smelled  recovery  before  and  been  wrong. 

There  are  always  judgment  calls  in  the  design,  size,  and  pace  of  economic  pro- 
grams. How  fast  should  we  bring  down  the  deficit?  How  much  deficit  reduction 
should  occur  in  the  early  years  and  how  much  later?  Our  judgment  is  the  problem 
is  less  the  current  pace  of  deficit  reduction  and  more  its  overall  size. 

Moreover,  a  huge  piece  of  the  deficit  puzzle  remains  uncertain  at  this  point.  Con- 
trolling the  rise  of  health  care  costs  must  be  the  second  step  in  changing  the  direc- 
tion or  our  deficit  path.  If  health  care  reform  is  able  to  constrain  the  growth  of 
health  care  costs — and  the  government's  share  of  those  costs — it  could  materially 
improve  the  outlook  for  the  deficit.  On  the  other  hand,  if  expanded  health  insurance 
coverage  were  to  be  financed  by  the  government  without  some  way  of  offsetting  the 
cost,  the  outlook  for  the  deficit  might  worsen  significantly. 

Beyond  health  care  there  are  further  opportunities  for  serious  re-examination  of 
our  goals  and  the  effiectiveness  of  programs  designed  to  meet  them.  We  will  not  be 
able  to  put  ourselves  on  a  path  to  balance  or  surplus  simply  by  taking  ever-larger 
cuts  distributed  across  all  programs.  For  example,  how  we  restructure  our  defense 
effort  will  have  budgetary  implications  far  beyond  any  system-by-system  reductions. 
I  am  hopeful  that  Vice  President  Gore's  National  Performance  Review  will  help  this 
process  of  reexamining  basic  assumptions  and  structures. 

Finally,  polic5Tnakers  need  to  be  prepared  for  contingencies.  I  spoke  earlier  about 
future  liabilities  and  unmet  needs.  One  of  the  lessons  of  the  past  is  that  budget  out- 
comes are  rarely  better  than  expected.  Moreover,  putting  off  solutions  usually  just 
make:  them  more  expensive.  Aiming  toward  balance  or  surplus  will  give  the  budget 
a  little  more  room  to  meet  these  claims  and  needs. 

CONCLUSION 

Mr.  Chairman,  I  hope  these  projections  have  helped  to  make  the  case  for  prompt 
and  significant  action  to  bring  down  the  federal  deficit.  Deficit  reduction  is  never 
painless.  There  is  a  supporter  for  every  program  and  an  opponent  for  every  tax.  Put- 
ting the  budget  on  a  path  toward  balance  or  surplus  will  require  difficult  decisions 
and  some  pain.  But — and  perhaps  this  is  the  most  important  part  of  my  messages- 
delay  will  eliminate  neither  the  need  to  mike  hard  decisions  nor  the  pain  they  will 
inflict.  Delay  only  guarantees  that  the  decisions  will  be  even  harder  and  the  pain 
even  greater  when  policy  correction  is  finally  made.  We  do  not  have  a  choice  wheth- 
er to  act;  sooner  or  later  action  will  be  forced  upon  us.  The  question  before  us  is 
when  to  act  and  how. 

ATTACHMENT— DESCRIPTION  OF  MODEL  UPDATE 

To  provide  a  perspective  on  recent  economic  experience  and  on  the  administra- 
tion's economic  plan,  we  adjusted  the  four  deficit  scenarios  in  our  report  in  one  re- 
spect. We  replaced  the  constant  4  -percent  per  year  inflation  rate  in  the  projections 
with  lower,  more  realistic  rates  of  increase  of  the  implicit  price  deflator  for  Gross 
Domestic  Product.  For  1991  and  1992  we  used  the  historical  values,  for  1993-1998 
we  used  the  forecast  and  projected  values  released  by  the  CBO  2  months  ago.  This 
procedure  gives  us  projected  current  dollar  values  for  the  four  deficit  paths  out  to 
1998,  figures  that  are  comparable  to  the  CBO's  baseline  figures  and  to  the  adminis- 
tration's estimates  based  on  "CBO  economics."  Since  the  model  we  used  for  the  pro- 
jections is  based  on  calendar  year  data  fi-om  the  national  income  and  product  ac- 
counts (NIPA),  we  used  that  basis  consistently  in  the  comparison. 

This  exercise  gives  rise  to  the  following  observations.  First,  for  calendar  1992  the 
NIPA  budget  deficit  turned  out  to  be  $295.2  billion,  as  compared  with  a  figure  of 
$258.8  billion  in  our  projections  made  in  June  1992.  For  1993,  the  recent  CBO  fig- 
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urea  suggest  a  calendar  year  baseline  deficit  of  about  $273.5  billion;  we  had  pro- 
jected $233.9  billion.  Because  the  administration's  economic  proposals  are  oriented 
toward  fiscal  stimulus  in  the  near  term;  their  net  effect  on  the  NIPA  deficit  this 
year  is  to  increase  it  by  about  $9  billion. 

Our  four  scenarios  begin  to  diverge  in  1994.  In  that  year,  the  CBO  baseline  now 
indicates  a  calendar  year  NIPA  deficit  of  about  $256.5.  The  administration's  eco- 
nomic proposals  would  reduce  that  to  $223.5.  Thereafter,  the  administration  plan 
gradually  reduces  the  deficit  toward  the  value  projected  in  our  "muddling  through" 
scenario.  In  calendar  1998,  the  administration  plan  would  imply  a  deficit  of  about 
$235.8  billion.  Our  1998  "muddling  through"  value  is  $230.4. 


Prepared  Statement  of  Senator  Bob  Dole 

Mr.  Secretary,  it's  good  to  see  you  again  this  morning.  As  a  former  chairman  of 
this  committee  who  has  wrestled  with  some  major  deficit  reduction  proposals,  you 
know  the  difficulties  that  await  us  as  we  try  to  reach  agreement  on  a  serious  pro- 
posal to  attack  the  deficit. 

too  heavy  on  the  tax  sroE 

I  have  to  tell  you  that  a  lot  of  Senators  on  both  sides  of  the  aisle  are  going  to 
have  a  difficult  time  voting  for  any  plan  containing  a  record  $360  billion  in  tax  in- 
creases. 

Take  a  look  at  this  pie  chart.  This  chart  shows  how  the  Clinton  olan  would  reduce 
the  deficit  between  1993  and  1998.  as  you  can  see,  most  of  the  deficit  reduction — 
63  percent — comes  from  a  net  tax  increase  totalling  $293  billion.  You  have  another 
5  percent  fi-om  user  fees,  and  only  18  percent  from  spending  cuts — and  almost  all 
of  the  real  cuts  come  out  of  defense.  In  fact,  as  I  understand  it,  if  you  take  away 
the  defense  cuts,  President  Clinton's  plan  would  actually  increase  domestic  spending 
above  inflation  over  the  5-year  period^ 

ECONOMIC  STIMULUS 

I  have  to  question  why  the  President  insists  on  including  an  economic  "stimulus" 
package  in  a  plan  that  is  supposed  to  reduce  the  deficit.  Frankly,  most  economists 
agree  that  a  $31  billion  stimulus  package  is  too  small  to  have  any  measurable,  posi- 
tive effect  on  a  six  trillion  dollar  economy. 

This  traditional,  tax-and-spend  package  may  create  some  short-term  government 
make  work  jobs  this  summer,  but  it  will  not  create  good  high-wage  jobs  that  will 
last.  In  fact,  a  $360  billion  tax  hike  could  easily  stall  the  recovery  that  is  under  way. 

Don't  get  me  wrong.  Republicans  support  a  number  of  the  provisions  in  the  stimu- 
lus package — more  spending  on  WIC,  more  highway  spending,  a  permanent  R&D 
tax  credit,  capital  gains,  and  enterprise  zones.  In  fact,  we  have  a  few  of  our  own 
that  we  may  want  to  and — like  repeal  of  the  luxury  tax.  As  I  look  around  the  room, 
that  is  one  change  that  would  actually  create  jobs  in  Louisiana,  Maine,  Rhode  Is- 
land, Kansas  .... 

But,  if  the  trade-off  for  $15  billion  in  tax  incentives  is  going  to  be  a  $360  billion 
tax  increase,  I  beUeve  the  price  is  simply  too  high. 

REPUBUCAN  RECOMMENDATIONS 

Although  we  were  not  consulted  while  the  plan  was  being  developed,  we  are  seri- 
ous about  reducing  the  deficit,  and  we  want  to  be  helpful. 

The  first  step  you  should  consider  is  eliminating  the  $178  billion  in  spending  in- 
creases contained  in  the  Clinton  plan.  The  American  people  don't  want  to  pay  high- 
er taxes  to  finance  more  Government  spending.  Taking  this  one  step  would  produce 
the  same  deficit  reduction  as  the  President's  proposal  with  half  the  taxes. 

You  could  even  go  a  step  further  and  do  away  with  the  $67  billion  in  tax  cuts 
for  "stimulus."  Reduce  the  tax  hikes  and  user  fee  increases  in  the  Clinton  plan  by 
the  same  amount — $245  billion — and  you  end  up  with  a  plan  that  produces  the 
same  amount  of  deficit  reduction  as  the  Clinton  plan  with  roughly  one  third  of  the 
taxes. 

I'm  not  proposing  this  as  an  alternative.  There  are  some  prograns — like  WIC — 
where  we  may  want  to  increase  spending,  provided  that  it  is  offset  with  other 
spending  cuts.  But,  this  is  clearly  the  direction  we  should  be  taking.  With  roughly 
one  dollar  in  tax  increases  for  every  $2  in  spending  cuts,  this  proposal  appears  to 
be  consistent  with  the  definition  of  deficit  reduction  that  you  and  0MB  Director  Pa- 
netta  endorsed  during  your  confirmation  hearings  last  month.  And,  there  is  no  doubt 
that  this  proposal  is  far  better  than  the  plan  the  President  has  proposed. 


151 


CONCLUSION 


This  is  serious  business.  The  campaign  is  over.  The  American  people  have  a  right 
to  know  what  is  really  in  the  President's  plan,  but  we  still  don't  have  all  the  details. 

Later,  I  plan  to  ask  you  a  senes  of  fairly  detailed  questions  about  the  president's 
plan.  By  working  cooperativelv  wnth  you.  I  hope  to  learn  more  about  how  some  of 
the  specific  pro\isions  in  the  Clinton  plan  can  create  jobs,  stimulate  mvestment,  or 
spur  economic  growth. 
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Prepared  Statement  of  Alan  Greenspan 

As  I  have  indicated  to  other  committees  of  the  Congress  in  recent  days  our  bur- 
geoning structural  budget  deficit,  unless  addressed,  will  increasingly  threaten  the 
stability  of  our  economic  system.  Time  is  no  longer  on  our  side.  At  5  percent  of  GDP, 
the  current  deficit  is  very  large  by  historical  standards.  After  declining  through 
1996,  the  current  services  deficit  starts  on  an  inexorable  upward  path  again.  On  a 
cyclically  adjusted  or  structural  basis,  the  deficit  has  hovered  around  3  percent  of 
potential  GDP  for  the  last  ten  years,  a  phenomenon  without  precedent  in  our  peace- 
time history. 

I  am  encouraged  that  the  President  and  the  Congress  are  making  serious  efforts 
to  restore  a  measure  of  balance  to  our  fiscal  affairs. 

It  is  beguiling  to  contemplate  the  downtrend  in  inflation  in  recent  years  in  the 
context  of  very  large  budget  deficits  and  to  conclude  that  the  concerns  about  their 
adverse  effects  on  the  economy  have  been  misplaced.  Regrettably,  this  notion  is  du- 
bious. The  deficit  is  a  corrosive  force  that  already  has  begun  to  eat  away  at  the 
foundations  of  our  economic  strength.  Financing  of  private  capital  investment  has 
been  crowded  out  and,  not  surprising,  the  United  States  has  experienced  a  lower 
level  of  net  investment  relative  to  GDP  than  any  other  of  the  G-7  countries  in  the 
last  decade. 

To  some  degree,  the  impact  of  the  federal  budget  deficits  over  the  past  decade  has 
been  muted  as  we  imported  resources  to  help  finance  them.  This  can  be  seen  in  our 
large  trade  and  current  account  deficits.  However,  we  should  not — indeed,  we  prob- 
ably cannot — rely  on  foreign  sources  of  funds  indefinitely.  If  we  do  nothing,  the  mar- 
kets wiU  ultimately  force  an  adjustment;  by  acting  now  to  redress  our  internal  im- 
balance, we  can  lower  the  risk  of  unpleasant  stresses  down  the  road. 

I  shall  eschew,  as  I  have  in  previous  testimonies,  comments  on  the  specific  ele- 
ments of  the  deficit-reduction  proposals  currently  under  review  by  the  Congress.  I 
should  like,  nonetheless,  to  take  tne  time  you  have  made  available,  Mr.  Cheiirman, 
to  outline  my  views  on  the  principles  that  should  underlie  current  deliberations. 

First,  according  to  both  the  Office  of  Management  and  Budget  and  the  Congres- 
sional Budget  Office,  deficits  are  likely  to  be  held  in  check  by  relatively  good  eco- 
nomic performance  over  the  next  few  years.  But  fi"om  1997  on,  budget  outlays  under 
existing  law  are  projected  to  rise  appreciably  faster  than  the  tax  base.  If  such  trends 
are  not  altered,  stabilizing  the  deficit-to-GDP  ratio  solely  fi"om  the  receipts  side,  not 
to  mention  reducing  it,  w3l  necessarily  require  ever  increasing  tax  rates.  This  would 
surely  imdercut  incentives  for  risk  taking  and  inevitably  damp  the  long-term  growth 
and  tax  revenue  potential  of  our  economy.  The  gap  between  spending  and  revenues 
will  not  close  under  such  conditions.  Thus,  there  is  no  alternative  to  achieving  much 
slower  growth  of  outlays  if  deficit  control  is  our  objective.  This  implies  not  only  the 
need  to  msike  cuts  now,  but  to  control  the  growth  of  future  spending,  so  that  it  does 
not  exceed,  and  preferably  is  less  than,  the  projected  growth  in  the  tax  base. 

The  thought  expressed  by  some  that  we  can  inflate  our  way  out  of  the  budget  defi- 
cit is  fancinil.  Aside  fi-om  its  serious  debilitating  effects  on  ovir  economic  system, 
higher  inflation,  given  the  explicit  and  implicit  indexing  of  receipts  and  expendi- 
tures, would  not  reduce  the  deficit.  As  I  indicated  in  testimony  to  the  Joint  Eco- 
nomic Committee  in  January,  there  is  a  possibility  that  productivity  has  moved  into 
a  significantly  faster  long-term  growth  channel,  which  would  boost  real  growth  and 
tax  revenues  over  time.  But  even  if  that  turns  out  to  be  the  case,  short  of  an  in- 
crease beyond  anything  that  we  can  reasonably  anticipate  at  this  time,  productivity, 
in  itself,  would  not  be  enough  to  resolve  the  basic  long-term  imbalance  in  our  budg- 
etary accoimts.  Thus,  while  economic  growth  is  necessary  to  contain  budget  deficits, 
it  regrettably  is  not  sufficient. 

In  deciding  how  to  pare  a  structural  budget  deficit,  it  is  important  to  be  clear  on 
the  different  roles  of  boosting  taxes,  on  the  one  hand,  and  cutting  spending  pro- 
grams on  the  other.  All  feasible  taxes,  by  their  very  nature,  restrain  business  activ- 
ity. Hence,  excluding  so-called  sin  taxes  and  possibly  environmental  taxes,  increases 
in  taxes  can  only  be  justified  to  finance  expenditures  that  are  deemed  essential.  The 
level  and  composition  of  outlays  to  be  financed  by  revenues  is,  in  our  society,  a  poUt- 
ical  matter,  as  is  also  the  degree  of  progressivity  and  incidence  of  taxation.  But  over 
the  long  run,  it  is  important  to  recognize  that  trying  to  wholly,  or  substantially,  ad- 
dress a  structural  budget  deficit  by  increasing  revenues  is  fraught  with  exceptional 
difficulties,  and  is  more  likely  to  fail  than  succeed. 

All  else  equal,  reducing  the  deficit  would  enlarge  the  pool  of  savings  available  for 
private  capital  investment.  But  investment  will  not  automatically  occur  unless  there 
are  adequate  incentives  for  risk  taking. 

A  greater  willingness  of  a  society  to  consume  less  of  its  current  income  should 
lower  real  interest  rates  and  spur  such  investment.  But  if  risk  taking  is  discouraged 
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through  excessive  taxation  of  capital  or  repressive  regulation,  high  levels  of  invest- 
ment will  not  emerge  and  the  level  of  saving  will  fall  as  real  incomes  stagnate. 

The  process  by  which  government  deficits  divert  resources  from  private  invest- 
ment is  part  of  the  broader  process  of  redirecting  the  allocation  of  real  resources 
that  inevitably  accompanies  the  activities  of  the  federal  government.  The  federal 
government  can  preempt  resources  from  the  private  sector  or  direct  their  usage  b^ 
a  number  of  different  means,  the  most  important  of  which  are:  (1)  spending,  fi- 
nanced by  taxation;  (2)  spending,  financed  oy  borrowing  i.e.,  deficit  spending;  (3) 
regulation  mandating  private  activities  such  as  investment  in  pollution  control  or 
safety  equipment,  whicn  are  likely  to  be  financed  through  the  issuance  of  debt;  and 
(4)  government  guarantees  of  private  borrowing. 

What  deficit  spending  and  regulatory  measures  have  in  common  is  that  the  pre- 
emption of  resources,  directly  or  indirectly,  is  not  sensitive  to  the  rate  of  interest. 
The  federal  government,  for  example,  will  finance  its  budget  deficit  in  full,  irrespec- 
tive of  the  interest  rate  it  must  pay  to  raise  the  funds.  Borrowing  with  government- 
guaranteed  debt  may  be  interest  sensitive,  but  the  guarantees  have  the  effect  of  pre- 
empting resources  from  those  without  access  to  riskless  credit.  Government  spend- 
ing fully  financed  by  taxation  does,  of  course,  preempt  real  resources  from  the  pri- 
vate sector,  but  the  process  works  through  channels  other  than  through  real  interest 
rates. 

Purely  private  activities,  on  the  other  hand,  are,  to  a  greater  or  lesser  extent,  re- 
sponsive to  real  interest  rates.  The  demand  for  housing,  for  example,  falls  off  dra- 
matically as  mortgage  interest  rates  rise.  Inventory  demand  is  clearly  a  function  of 
short-term  interest  rates,  and  the  level  of  interest  rates,  as  it  is  reflected  in  the  cost 
of  capital,  is  a  key  element  in  the  decision  on  whether  to  expand  or  modernize  pro- 
ductive capacity.  Hence,  to  the  extent  that  the  demand  for  saving  exceeds  its  supply, 
interest  rates  will  rise  until  sufficient  excess  demand  is  finally  crowded  out. 

The  crowded-out  demand  cannot,  of  course,  be  that  of  the  federal  government,  di- 
rectly or  indirectly,  because  federal  government  demand  does  not  respond  to  rising 
interest  rates.  Rather,  real  interest  rates  will  rise  to  the  point  that  private  borrow- 
ing is  reduced  sufficiently  to  allow  the  entire  requirements  of  the  federal  govern- 
ment, including  its  on-  and  off-budget  deficits  and  all  its  collateral  guarantees  and 
mandated  activities,  to  be  met. 

In  these  circumstances,  there  is  no  alternative  to  higher  real  interest  rates  divert- 
ing real  resources  from  the  private  to  the  public  sector.  In  the  short  run,  nominal 
short-term  interest  rates  may  temporarily  be  held  down  if  the  Federal  Reserve  ac- 
commodates the  excess  demand  for  funds  through  a  more  expansionary  monetary 
policy.  But  this  will  only  produce  greater  inflation  and,  ultimately,  have  little,  if 
any,  effect  on  the  allocation  of  real  resources  between  the  private  and  public  sectors. 

In  such  an  environment,  inflationary  forces  too  often  lead  to  increased  risk  pre- 
miums, higher  real  interest  rates,  and  a  higher  cost  of  capital.  This,  in  turn,  engen- 
ders a  foreshortening  of  the  time  horizon  of  investment  decisions  and  a  decreasing 
willingness  to  commit  to  the  long  term,  a  commitment  that  is  so  crucial  to  a  modem 
technologically  advanced  economy.  Structural  budget  deficits  and  excessive  collat- 
eral credit  preemptions  are  symptoms  of  a  society  overconsuming  and  undersaving 
and  underinvesting. 

While  there  is  no  substitute  for  poUtical  will  in  reining  in  outsized  structural 
budget  deficits,  there  are  changes,-  I  believe,  that  could  make  the  budget  process 
more  effective.  In  particular,  it  is  worth  reconsidering  sunset  legislation,  which 
would  impose  explicit  termination  dates  on  spending  programs.  Expiring  programs 
that  still  have  merit  should  have  no  difficulty  being  reauthorizea,  but  programs 
whose  justification  has  become  less  compelling  would  not  receive  the  necessary 
votes.  Indeed,  it  is  hard  to  imagine  that  sunset  legislation  would  not  lead  to  at  least 
some  improvement  over  the  current  situation,  quite  possibly  fostering  non-trivial 
budget  savings. 

It  also  would  be  useful  to  take  a  look  at  the  current-services  methodology  for  eval- 
uating budget  changes.  A  baseline  estimate  obviously  is  a  necessary  ingredient  in 
the  budget  process  that  helps  inform  policjrmakers  about  the  impact  of  policy  pro- 
posals. However,  the  current  services  concept  assumes  that  no  further  congressional, 
judicial,  or  bureaucratic  actions  will  be  taken  to  alter  existing  programs.  This  is 

?[uite  unrealistic,  but  it  would  be  of  no  particular  significance  were  it  not  for  the 
act  that  the  bias  of  such  actions  is  patently  toward  more  spending  rather  than  less. 
Hence,  merely  owing  to  ongoing  congressional  deliberations,  administrative  rulings, 
and  decisions,  an  add-on  to  the  current  services  outlay  estimates  is  required  to  get 
a  better  view  of  what  might  be  termed  the  "expected"  deficit  of  the  future.  It  is  not 
possible  to  know  in  advance  which  spending  programs  will  be  expanded,  except  that 
some  will.  In  recent  years,  congressional  current-services  outlay  estimates  have  con- 
sistently been  adjusted  upward  in  response  to  such  technical  reestimations  of  pro- 
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gram  costs.  Indeed,  technical  reestimates  explain  a  significant  part  of  the  failure  of 
the  deficit  to  fall  as  contemplated  at  the  time  of  enactment  of  the  Omnibus  Budget 
Reconciliation  Act  of  1990. 

Finally,  while  I  do  not  favor  a  balanced  budget  amendment  on  the  grounds  that 
it  might  be  impossible  to  enforce,  I  would  support  a  constitutional  amendment,  or 
even  a  legislative  provision,  that  stipulates  that  all  revenue  and  expenditure  initia- 
tives require  supermajorities  (for  example,  60  percent)  to  pass  botn  houses  of  the 
Congress.  Combined  with  sunset  legislation,  such  a  procedure  could  probably  go  far 
to  neutralize  the  obvious  propensity  of  our  political  system  toward  structural  defi- 
cits. 

Let  me  conclude  by  reiterating  my  central  message.  The  deficit  is  a  malignant 
force  in  our  economy.  How  the  deficit  is  reduced  is  very  important;  that  it  be  done 
is  crucial.  Allowing  it  to  fester  would  court  a  dangerous  erosion  of  our  economic 
strength  and  a  potentially  significant  deterioration  in  our  real  standard  of  living. 
Fortunately,  we  have  it  in  our  power  to  reverse  this  process.  This  Committee  has 
an  important  role  in  this  process.  Speaking  as  a  citizen,  I  wish  you  well. 

INDEX  OF  THE  SIX  ATTACHED  CHARTS 

No.  1.  The  history  of  taxing  and  spending  in  the  U.S.  fi-om  1950  to  1992,  rounded 
to  the  nearest  full  percent. 

No.  2.  The  history  of  taxing  and  spending  in  the  major  industrialized  nations  from 
1965  to  1990,  rounded  to  the  nearest  full  percent. 

No.  3.  The  history  of  military  spending  from  1937  to  1997,  in  constant  1993  dol- 
lars. 

No.  4.  The  history  of  spending,  fi-om  1950  to  1997,  according  to  the  Library  of 
Congress,  in  four  categories,  in  constant  1993  dollars: 
(a.)  National  defense 

(b.)  Human  Resources  (soft  goods:  education,  Medicare,  Medicaid,  Social  Secu- 
rity, etc.) 

(c.)  Net  interest  (Interest  on  the  government  debt  held  privately.  This  does 
not  include  internal  debt  such  as  interest  on  the  bonds  held  by  the  Social  Secu- 
rity Administration.) 

(d.)  Other  (hard  goods:  port,  dams,  airports,  concrete.  NOTE:  There  is  an 
anomaly  in  this  chart.  The  Library  of  Congress  included  the  Savings  and  Loan 
bailout  figures  in  the  1990-1993  spending  column.) 
No.  5.  The  growth  of  the  following  four  programs  and  their  percentage  of  the  Fed- 
eral budget: 

(a.)  Social  Security 
(b.)  Medicare 
(c.)  Medicaid 

(d.)  Other  retirement  (Primarily  federal  employees — civilian  and  military.) 
No.  6.  The  baseline  projections  of  the  Congressional  Budget  Office  (CBO)  for  So- 
cial Security,  Medicare,  Medicaid,  other  retirement  programs,  and  net  interest  over 
the  next  10  years. 

FEDERAL.  STATE/LOCAL,  AND  TOTAL  GOVERNMENT  TAXES  AND  SPENDING  AS  A  PERCENTAGE 
OF  GROSS  DOMESTIC  PRODUCT:  1950-1992 

[In  percent] 


Federal 

SUte/local' 

Total 

Year 

Tax 

Spend 

Tax 

Spend 

Tax 

Spend 

1950  

15 

16 

7 

7 

21 

23 

1955 

17 

18 

7 

7 

24 

25 

1960  

18 

18 

8 

8 

26 

26 

1965  

17 

18 

9 

9 

26 

26 

1970  

20 

20 

10 

10 

30 

30 

1975 

19 

22 

11 

10 

29 

32 

1980 

20 
19 
19 
19 
19 

23 
24 
22 
24 
24 

10 
11 
11 
11 
11 

9 
9 

10 
11 
11 

30 
29 
30 
30 
30 

31 

1985 

33 

1990 

33 

1991  

34 

1992 

34 

'This  column  does  not  include  the  receipt  or  spending  of  grants-in-aid  from  the  federal  government,  which  are  counted  as  federal 
expenditures 

Source:  Budget  Baaelinet,  Hittorical  Data,  and  Alternative*  for  the  Future,  Office  of  Management  and  Budget. 
January  1993. 
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Note:  All  figures  rounded.  Totals  may  not  add  due  to  rounding.  [Prepared  Febnjary  23,  1993] 


TOTAL  GOVERNMENT  TAXES  AND  SPENDING  FOR  SELECTED  ORGANIZATION  FOR  ECONOMIC 
COOPERATION  AND  DEVELOPMENT  (OECD)  COUNTRIES  AS  A  PERCENTAGE  OF  GROSS 
DOMESTIC  PRODUCT,  1965-90 

(In  percent] 


1965 

1970 

1980 

i9a5 

1990 

Tax 

Spend 

Tax 

Spend 

Tax 

Spend 

Tax 

Spend 

Tax 

Spend 

Switzeriand 

23 

20 

27 

21 

33 

29 

34 

31 

34 

31 

Japan 

20 

20 

21 

19 

28 

33 

31 

32 

35 

32 

U.S 

27 

28 

29 

32 

31 

34 

31 

37 

'32 

'36 

U.K. 

33 
36 

36 
37 

40 
38 

39 
39 

40 
45 

45 
48 

42 
46 

46 
48 

40 
43 

42 

Germany  

46 

Canada  

28 

29 

34 

35 

36 

41 

39 

47 

42 

47 

France 

38 

38 

39 

39 

46 

46 

48 

52 

47 

50 

Italy  

30 

34 

30 

34 

33 

42 

38 

51 

42 

53 

Norway 

37 

34 

44 

41 

54 

51 

55 

46 

56 

55 

Netherlands 

37 

39 

42 

44 

53 

58 

54 

60 

50 

56 

Denmark 

31 

30 

42 

40 

52 

57 

57 

59 

56 

58 

Sweden  

40 

36 

47 

43 

57 

62 

60 

65 

64 

61 

'  1989  data. 

The  percentages  in  this  chart  are  compiled  tiy  the  Organintion  for  Economic  Cooperation  and  Development,  an  association  of  the  major 
industrialized  countries  of  the  world.  The  OECD  uses  a  different  method  of  calculating  government  expenditures  and  revenues  than  ttie 
standard  budget  accounting  method  the  U.S.  government  uses.  Therefore,  while  the  figures  in  this  table  give  an  accurate  comparison  of  the 
spending  and  revenue  trends  of  our  major  competitors,  these  figures  should  not  be  compared  directly  to  other  data. 

Note:  All  hgures  nxjnded. 

Source:  Prepared  by  Greg  Esenwein  of  the  Library  of  Congress  from  Organization  for  Economic  Cooperation  and  Development  data,  updated 
January  1993. 

NATIONAL  DEFENSE  SPENDING  IN  CONSTANT  FY93  DOLLARS,  AS  A  PERCENTAGE  OF 
TOTAL  FEDERAL  SPENDING,  AND  AS  A  PERCENTAGE  OF  GROSS  DOMESTIC  PRODUCT: 
1937-1997 

[In  billions  of  dollars  and  percent] 


Year 

Defense 
outlays 

Percent 

of 
budget 

Percent 

of 

GDP 

Year 

Defense 
outlays 

Percent 

of 
budget 

Percent 

of 

GDP 

1937 

$13 

12 

1 

1967  

$333 

46 

9 

1938 

14 

15 

1 

1968  

364 

46 

10 

1939 

15 

12 

1 

1969  

354 

45 

9 

1940 

21 

18 

2 

1970  

327 

42 

8 

1941 

77 

47 

6 

1971  

298 

38 

8 

1942 

280 

73 

18 

1972  

276 

34 

7 

1943 

670 

85 

38 

1973  

251 

31 

6 

1944 

819 

87 

39 

1974  

240 

30 

6 

1945 

888 

90 

39 

1975  

235 

26 

6 

1946 

456 

77 

20 

1976  

227 

24 

5 

1947 

125 

37 

6 

1977  

229 

24 

5 

1948 

86 

31 

4 

1978 

230 

23 

5 

1949 

118 

34 

5 

1979 

237 

23 

5 

1950 

120 

32 

5 

1980 

244 

23 

5 

1951 

185 

52 

8 

1981  

256 

23 

5 

1952 

333 

68 

14 

1982  

275 

25 

6 

1953 

370 

69 

15 

1983  

298 

26 

6 

1954 

352 

70 

13 

1984  

310 

27 

6 

1955 

300 

62 

11 

1985 

330 

27 

6 

1956 

283 

60 

10 

1986  

349 

28 

7 

1957 

287 

59 

10 

1987  

350 

28 

6 

1958 

282 

57 

10 

1988  

349 

27 

6 

1959 

282 

53 

10 

1989 

350 

27 

6 

1960 

276 

52 

10 

1990 

335 

24 

6 

1961 

276 

51 

10 

1991  

315 

22 

5 

1962 

292 

49 

9 

1992  

309 

22 

5 

1963 

297 

48 

9 

1993' 

289 

20 

4.7 

67-802  0-93-6 
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NATIONAL  DEFENSE  SPENDING  IN  CONSTANT  FY93  DOLLARS,  AS  A  PERCENTAGE  OF 
TOTAL  FEDERAL  SPENDING,  AND  AS  A  PERCENTAGE  OF  GROSS  DOMESTIC  PRODUCT: 
1937-1997— Continued 

[!n  billions  of  dollars  and  percent] 


Year 


Defense 
outlays 


Percent 

of 
budget 


Percent 

of 

GDP 


Year 


Percent 

Percent 

of 

of 

budget 

GOP 

271 

19 

4.3 

263 

18 

4.1 

256 

18 

3.9 

250 

17 

3.8 

1964 
1965 
1966 


293 
266 
287 


46 
43 
43 


1994' 
1995' 
1996' 
1997' 


'  Estimated. 

Comparison:  1993  defense  spending  If  we  spent  the  same  percent  of  GOP  on  defense  that  we  spent  In  1944:  $2.4  trillion 

Note:  All  figures  rounded. 

Source:  Prepared  by  Keith  Bemer  of  the  Library  of  Congress,  January  1993. 

BUDGET  OUTLAYS  BY  LARGE  CLUSTER  IN  CONSTANT  1993  DOLLARS  AND  AS  A 

PERCENTAGE  OF  TOTAL  OUTLAYS,  FY  1940-1997 

[In  billions  of  dollars] 


Year 

Defense 

Human 
Resources 

Net 
Interest 

All 
other 

Total 
outlays 

1940  

$22    9% 

$41    36% 

$10    9% 

$41    36% 

$114 

1941  

76    48 

37    23 

10    7 

36    22 

159 

1942  

263    69 

25    7 

11    3 

80   21 

379 

1943  

627    80 

12    2 

15    2 

133    17 

787 

1944  

780   82 

5    1 

22    2 

141    15 

947 

1945  

876   88 

4    1 

30    3 

89    9 

998 

1946  

493   80 

29    5 

35    6 

58    9 

613 

1947  

128   42 

54    18 

30   10 

95   31 

307 

1948  

80   35 

49   21 

28   12 

73   32 

230 

1949  

107   37 

53    18 

28   10 

99   35 

287 

1950  

116   37 

73   23 

30   10 

96   31 

315 

1951  

209   58 

48    13 

28    8 

77   21 

361 

1952  

365   72 

45    9 

28    5 

69    14 

506 

1953  

387   72 

43    8 

29    6 

76    14 

535 

1954  

356   73 

50    10 

27    6 

52    11 

486 

1955  

300   66 

59    13 

27    6 

69    15 

455 

1956  

281   63 

63    14 

27    6 

73    16 

445 

1957  

288   62 

69    15 

28    6 

79    17 

464 

1958  

281   60 

86    18 

28    6 

75    16 

469 

1959  

274   55 

96    19 

28    6 

100   20 

498 

1960  

267   55 

99   20 

33    7 

90    18 

489 

1961  

274   54 

114   22 

32    6 

92    18 

512 

1962  

282   51 

119   22 

32    6 

117   21 

550 

1963  

243   47 

123   24 

35    7 

117   21 

519 

1964  

276   48 

129   23 

37    7 

130   23 

572 

1965  

252   45 

131    24 

38    7 

138   25 

559 

1966  

282   46 

153   25 

40    7 

143   23 

619 

1967  

336   48 

178   25 

43    6 

147    21 

704 

1968  

367   48 
348   47 
324    44 
292   39 
270   35 

200   26 
220   30 
241    32 
282   38 
322   42 

44    6 
48    7 
52    7 
51    7 
51    7 

149   20 

124  17 
127    17 

125  17 
127    17 

761 

1969  

739 

1970  

744 

1971  

750 

1972  

770 

1973  

242   31 
227   29 
226   26 
218   24 
217   23 
217   22 
221   23 
229   22 

336   44 
349   45 
425   49 
472   52 
478   52 
488   50 
497   51 
529   51 

54    7 
62    8 
61    7 
65    7 
67    7 
74    8 
82    8 
93    9 

139    18 
141    18 
161    19 
158    17 
165    18 
190   20 
181    18 
196    19 

771 

1974  

779 

1975  

873 

1976  

913 

1977  

927 

1978  

970 

1979  

982 

1980  

1.047 

1981  

243   22 

550   51 

110   10 

185    17 

1.088 
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BUDGET  OUTLAYS  BY  LARGE  CLUSTER  IN  CONSTANT  1993  DOLLARS  AND  AS  A 

PERCENTAGE  OF  TOTAL  OUTLAYS,  FY  1940-1997— Continued 

[In  billions  of  dollars] 


Year 

Defense 

Human 
Resources 

Net 
interest 

All 
other 

Total 
outlays 

1982  

263        24 

561          50 

127          11 

166         15 

1,117 

1983  

283        25 

578        50 

129        11 

165         14 

1.154 

1984  

296        25 

566        48 

153        13 

154         13 

1.169 

1985  

320       26 

599        48 

171        14 

164         13 

1.255 

1986  

339       27 

591        46 

175        14 

170        13 

1.275 

1987  

346       28 

592        47 

173        14 

147        12 

1.258 

1988  

347        27 

605        47 

183        14 

152        12 

1,287 

1989  

350        26 

619        47 

195        15 

160        12 

1.324 

1990  

333        24 

648        47 

204        15 

206        15 

1.390 

1991  

293        21 

690        49 

207        15 

218        16 

1.407 

1992  

317        21 

762        50 

205        14 

239        16 

1,523 

1993  

291        19 

779        51 

214        14 

231        15 

1.515 

1994  

274        19 

812        57 

224        16 

120         8 

1,430 

1995  

265        18 

837        58 

227        16 

113         8 

1.442 

1996  

260        18 

859        59 

230        16 

115         8 

1,463 

1997  

254        17 

899        61 

232        16 

100         7 

1.485 

Source:  Philip  Winters  of  tlie  Library  of  Congress,  January  1993. 
Note:  All  figures  rounded. 

SELECTED  HUMAN  RESOURCES  OUTLAYS  IN  CONSTANT  1993  DOLLARS,  1950-1997 

[In  billions  of  dollars  and  percent] 


SS.  Medicare. 

Percent 

of 
budget 

Year 

Social 
Security 

Medicare 

Medicaid 

Ottier 
retirement ' 

Medicaid. 

other 
retirement 

Totlal 
budget 

1950        

$5 
9 
11 
14 
17 
23 
28 
33 
39 
46 
54 
57 
65 
70 
72 
75 
86 

$5 
9 
11 
14 
17 
23 
28 
33 
39 
46 
54 
57 
77 
83 
87 
91 
107 

2% 

2 

2 

3 

4 

5 

6 

7 

8 

9 
11 
11 
14 
15 
15 
16 
17 

314 

1951  



358 

1952  

505 

1953  

■ 

534 

1954  

485 

1955  

453 

1956  

444 

1957  

462 

1958  

467 

1959  

499 

1960  

489 

1961  

$1 

1 
1 
1 
1 
3 

513 

1962  

$12 
13 
14 
15 
17 

550 

1963  

550 

1964  

575 

1965      

562 

1966  „ 

$1 

624 

1967  

88 

11 

5 

18 

122 

17 

711 

1968  

94 

18 

7 

21 

139 

18 

755 

1969  

103 

21 

9 

22 

155 

20 

747 

1970  

109 

22 

10 

24 

165 

22 

750 

1971  

124 

23 

12 

28 

186 

25 

754 

1972  

132 

25 

15 

31 

204 

26 

776 

1973  

155 

26 

15 

36 

232 

30 

778 

1974  

164 

28 

17 

40 

249 

32 

785 

1975  

172 

34 

18 

48 

273 

31 

876 

1976  

185 

40 

21 

47 

292 

32 

915 

1977  

196 

45 

23 

49 

313 

34 

930 

1978  

202 

49 

23 

50 

324 

33 

971 

1979  

207 

53 

25 

54 

338 

35 

981 

1980  

213 

58 

25 

57 

354 

34 

1,044 

1981  

230 

65 

28 

61 

383 

35 

1.087 

1982  

241 

72 

27 

62 

402 

36 

1.118 

1983  

252 

78 

28 

62 

420 

36 

1,156 
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SELECTED  HUMAN  RESOURCES  OUTLAYS  IN  CONSTANT  1993  DOLLARS,  1950-1997— 

Continued 
[In  billions  of  dollars  and  percent] 


Year 

Social 
Security 

Medicare 

Medicaid 

Ottier 
retirement ' 

SS,  Medicare. 
Medicaid. 

ottier 
retirement 

Percent 

of 
tHidget 

Totlal 
budget 

1984  

252 

81 

28 

62 

424 

36 

1,171 

1985  

257 

90 

31 

60 

438 

35 

1,256 

1986  

262 

92 

33 

62 

447 

35 

1,276 

1987  

267 

96 

35 

63 

457 

36 

1,260 

1988  

267 

96 

37 

64 

464 

36 

1,289 

1989  

271 

99 

40 

64 

474 

36 

1,326 

1990  • 

276 

109 

46 

64 

495 

36 

1,392 

1991  

285 

111 

56 

65 

517 

37 

1,409 

1992  

296 

122 

75 

65 

558 

37 

1,524 

1993  

302 

129 

84 

66 

582 

38 

1,515 

1994  

308 

138 

95 

67 

608 

43 

1,429 

1995  

313 

149 

107 

68 

636 

44 

1,440 

1996  

318 

163 

119 

69 

669 

46 

1,460 

1997  

324 

177 

132 

69 

703 

47 

1,481 

'Other  retirement  data  is  not  available  pnor  to  1962. 

Notes  All  figures  rounded.  Total  may  not  add  due  to  discrepancy  in  deflators   Undistributed  offsetting  receipts  are  not  included. 
1997  figures  are  estimated. 

Source:  Based  on  data  from  Ptiilip  Winters.  Library  of  Congress,  January  1993. 
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Prepared  Statement  of  Senator  Orrin  G.  Hatch 

[February  24,  1993] 

Mr.  Chairman,  I  am  pleased  to  see  the  Committee  meeting  today  to  consider  testi- 
mony relating  to  the  Clinton  Administration's  economic  proposal,  and  it  is  always 
a  pleasure  to  see  Secretary  Bentsen  again.  I  recognize  what  a  tremendous  personal 
enbrt  the  Secretary  has  put  into  this  plan  over  the  past  months. 

Over  the  past  week,  Mr.  Chairman,  we  have  heard  a  great  deal  of  commentary, 
from  both  sides,  on  the  perceived  merits  and  the  problems  of  the  administration's 

Flan.  While  there  are  many  aspects  of  the  Clinton  plan  that  we  will  discuss  today, 
would  like  to  focus  my  opening  comments  on  what  I  see  as  being  two  of  the  biggest 
concerns  for  taxpayers  in  my  home  state  of  Utah. 

The  first  concern  is  whether  this  deficit  reduction  plan  wUl  be  the  one  that  finally 
works.  Unfortunately,  this  is  not  the  first  time  we  have  tried  to  solve  the  deficit 
problem.  Like  the  President,  I  don't  want  to  assign  blame  because  that  wUl  get  us 
nowhere.  In  my  view,  though,  any  successful  plan  will  have  to  do  two  things.  First, 
it  must  remove  the  impediments  to  the  economy"  long  term  growth,  which  will  in- 
crease revenues  without  the  need  for  new  taxes;  and,  second,  it  must  limit  spending 
growth. 

Sadly,  Mr.  Chairman,  the  Clinton  proposal  seems  to  miss  on  both  counts. 

The  true  measure  of  the  worth  oi  a  deficit  reduction  plan  is  not  in  the  upfront 
projections,  but  in  the  actual  results  Unfortunately,  it  appears  that  the  Clinton  Ad- 
ministration has  not  learned  the  lessons  of  1982,  1984,  1987,  and  1990.  If  nothing 
else,  the  results  of  the  deficit  cutting  plans  enacted  in  those  years  show  that  the 
way  not  to  cut  the  deficit  is  by  increasing  taxes.  The  tax  increases  in  those  four 
plans  resulted  in  higher — not  lower— deficits.  The  ill-conceived  1990  budget  agree- 
ment should  serve  as  an  excellent  reminder  to  all  of  us  of  the  folly  of  increasing 
taxes  as  a  way  to  deficit  reduction.  Instead  of  raising  revenues  by  the  projected  $175 
billion  over  5  years,  the  new  taxes,  along  with  the  effect  of  the  recession  that  the 
agreement  helped  put  us  in,  has  left  us  $570  bilhon  below  the  1990  mid-session 
baseline.  This  wUl  result  in  a  revenue  loss  of  $3.25  for  every  dollar  the  new  taxes 
were  supposed  to  generate. 

My  colleagues  may  remember  that  the  1990  agreement  was  supposed  to  be  the 
budget  deal  to  end  all  budget  deals. 

I  am  also  particularly  concerned  about  the  effects  of  the  higher  taxes — especially 
the  energy  tax — on  my  home  state  of  Utah.  Make  no  mistake.  The  innocuous  sound- 
ing numbers  we  heard  from  the  President  as  a  result  of  this  tax  are  far  from  the 
final  economic  result  on  families.  Like  many  other  western  and  rural  states,  Utah 
will  suffer  a  double  or  even  a  triple  hit  from  the  proposed  BTU  tax.  First,  Utahns 
will  pay  higher  prices  for  energy  directly,  like  other  Americans.  Second,  since  Utah 
is  an  energy  producing  state,  the  effect  of  the  higher  taxes  will  be  multiplied 
throughout  the  economy  and  result  in  lost  jobs  and  lower  economic  growth.  In  fact, 
the  economy  of  two  of  Utah's  counties  depends  almost  exclusively  on  the  viability 
of  the  coal  industry.  When  a  Utah  coal  miner  loses  his  or  her  job  because  of  this 
tax,  do  I  teU  them  that  it's  their  patriotic  duty  to  contribute  their  Uvelihood  to  the 
deficit?  Finally,  let  us  not  forget  that  a  sizable  portion  of  this  energy  tax  will  cause 
gasoline  prices  to  go  up,  thus  unfairly  impacting  those  in  rural  states  like  Utah,  who 
are  callea  upon  to  shoulder  a  heavier  load  than  the  more  urban  states. 

There  is  much  more  I  could  say,  Mr.  Chairman.  And,  needless  to  say,  Utahns  feel 
strongly  about  this.  I  urge  my  colleagues  on  the  committee  to  consider  all  of  these 
adverse  ramifications. 

Prepared  Statement  of  Senator  Orrin  G.  Hatch 

[March  24,  1993] 

Mr.  Chairman,  I  am  pleased  to  join  you  and  our  colleagues  this  morning  in  a 
hearing  on  the  President's  deficit  plan.  I  want  to  express  my  warm  welcome  to 
Chairman  Greenspan. 

The  Senate  has  a  tremendous  responsibility  this  year  to  carefully  examine  the 
deficit  reduction  plan  the  President  placed  before  us  last  month.  Nowhere  is  that 
responsibility  placed  more  heavily  than  on  this  committee.  Over  90  percent  of  the 
deficit  reduction  instructions  to  committees  included  in  the  currently  pending  budg- 
et resolution  is  for  this  committee. 

Part  of  our  responsibility  in  examining  the  President's  deficit  plan  is  to  attempt 
to  measure  the  effectiveness  of  the  plan  in  reducing  the  deficit  and  to  determine  the 
impact  of  the  plan's  provisions  on  the  economy  as  a  whole  as  well  as  on  various  sec- 
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tors  and  regions  Accordingly,  we  should  ensure  that  the  plan  we  vote  out  of  this 
committee  maximizes  deficit  reduction  while  minimizing  impediments  to  economic 
growth  and  the  burden  on  individuals  and  industries. 

I  have  to  say,  Mr.  Chairman,  that  in  terms  of  both  effectiveness  and  regional,  sec- 
tor, and  income  class  fairness,  I  have  serious  doubts  about  the  President's  plan.  The 
way  I  see  it,  my  home  state  of  Utah  is  in  for  real  economic  trouble  from  this  pro- 
posal, if  enacted  as  the  President  has  indicated.  I  could  go  on  at  length  about  some 
of  my  specific  concerns,  and  I  am  sure  it  will  be  a  relief  to  my  colleagues  that  I 
will  not  do  that  today. 

Much  has  been  said  about  the  mix  of  tax  increases  and  spending  cuts  in  the  Presi- 
dent's plan.  Proponents  of  the  plan  believe  that  we  can  best  slay  the  deficit  dragon 
with  a  combination  of  greatly  increased  taxes,  on  both  the  so-called  wealthy  aind  the 
middle  class,  and  very  limited  spending  cuts.  Like  many  others  on  my  side  of  the 
aisle,  I  have  serious  doubts  that  this  approach  will  effectively  cut  the  deficit  much 
less  spur  economic  growth  and  global  competitiveness. 

While  no  one  in  the  Senate  would  argue  with  the  need  for  serious  deficit  reduction 
this  year,  we  have  a  duty  to  ensure  that,  before  we  take  the  steps  that  the  President 
is  urging,  this  plan  will  really  work.  In  the  short-run,  this  plan  will  have  a  profound 
impact  on  our  still  fragile  recovery.  In  the  long-run,  we  need  to  know  the  impact 
the  plan  will  have  on  research,  investment,  growth,  and  job  creation. 

We  promised  the  country  a  $500  billion  deficit  cut  just  three  years  ago.  Some  of 
our  constituents  may  have  forgiven  us  for  not  delivering.  But,  before  we  repeat  the 
mistakes  of  1990,  let  us  csirefuily  examine  this  proposal.  To  that  end,  I  look  forward 
to  Chairman  Greenspan's  remarks  and  his  answers  to  the  questions  of  the  commit- 
tee. 


Prepared  Statement  of  S  Jay  Levy 

The  Clinton  program  is  a  commendable,  genuine  effort  to  improve  the  economy 
and  dramatically  reduce  the  deficit  starting  next  fiscal  year.  Yet  it  runs  a  great  risk. 
To  reduce  the  budget  deficit  by  $70  billion  in  1994,  whether  by  cutting  expenditures, 
raising  taxes,  or  a  combination  of  the  two,  risks  shoving  the  economy  into  a  reces- 
sion, thereby  defeating  any  possibility  of  near-term  deficit  reduction. 

The  United  States  is  suffering  from  excessive  capacity.  Office  building  vacancies 
continue  to  hover  around  20%,  General  Motors  and  IBM  continue  to  close  plants; 
still  solvent  airlines  are  in  dire  straits.  Similar  stress  plagues  other  industries  from 
computers  to  hotels. 

Excessive  capacity,  a  stubborn  problem  in  every  industrialized  country,  depresses 
private  investment  in  plant  and  equipment.  In  the  United  States  it  is  manifested 
in  the  smallest  investment  in  new  structures  and  equipment  as  a  percentage  of  the 
gross  domestic  product  since  World  War  II  (exhibits  A  and  B). 

Our  economy  did  improve  in  1992,  the  result  of  an  increase  in  the  deficit.  Presi- 
dent Bush  in  his  State  of  the  Union  Address  in  January  1992  announced  a  fiscal 
boost  for  the  economy.  He  described  cuts  in  withholding  tax  rates,  but  not  tax  Uabil- 
ities,  and  stated  that  federal  spending  would  be  accelerated.  These  steps  contributed 
to  a  $44  billion  annual  rate  increase  in  the  federal  deficit  (national  income  and 
product  accounting)  from  the  fourth  quarter  of  1991  to  the  third  quarter  of  1992. 

Toward  the  end  of  1992  and  in  early  1993  consumers  gave  the  economy  a  further 
boost;  their  spending  increased  faster  than  their  incomes.  The  personal  saving  rate, 
just  over  5.0%  in  the  first  half,  fell  to  4.5%  in  the  final  quarter  of  last  year. 

The  1992  fiscal  boost  to  the  economy  is  being  reversed  in  1993.  Because  of  the 
reduced  withholding,  consumers  are  now  receiving  substantially  smedler  income  tax 
refunds  and  face  higher  tax  payments  on  April  15  than  would  ordinarily  be  the  case. 
Thus  government  during  the  next  few  months  will  be  taking  back  much  of  the  stim- 
ulus that  it  gave  during  nine  months  of  last  year. 

Consumers  also  have  other  obligations.  Leading  credit  card  companies  reported 
that  charges  in  December  and  January  ran  about  20%  larger  than  a  year  earlier. 

President  Clinton's  proposed  stimulus  for  1993  is  needed  to  counter  these  negative 
developments.  However  it  will  not  outweigh  them  and  the  effects  of  excessive  capac- 
ity and  low  investment.  The  economy  will  be  growing  slowly,  even  weakly,  as  1994 
begins.  Under  these  circumstances,  any  combination  of  spending  cuts  and  tax  in- 
creases that  aims  to  reduce  the  deficit  by  $70  billion  next  year  has  at  least  a  60% 
chance  of  causing  a  recession. 

Most  economists  recognize  that  both  private  investment  and  government  deficit 
spending  are  economic  stimuli.  But  little  attention  is  paid  to  their  effect  on  cor- 
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porate  profits.^  Profits  increased  $27  billion  fi-om  the  last  quarter  of  1991  to  the 
third  quarter  of  1992.  Without  the  $44  billion  increase  in  the  federal  deficit,  they 
would  have  declined.  At  their  present  level,  profits  are  still  too  low  to  induce  busi- 
ness to  adequately  revive  investment  in  new  structures  and  equipment. 

The  stimulus  provided  by  a  federal  deficit  is  a  crutch  supporting  an  economy 
wounded  by  excessive  capacity  in  real  estate,  industry,  and  commerce,  by  related 
fin£incial  problems,  and,  tnereiore,  by  weak  new  investment.  A  robust  rate  of  private 
investment  in  needed,  new  fixed  assets  is  the  necessary  stimulus  or  source  of  profits 
for  sustained,  healthy  prosperity  in  a  capitalist  economv. 

The  Clinton  progreim  is  a  bold  effort  to  take  control  of  the  deficit.  But  it  should 
provide  for  a  contingent  short-term  fiscal  stimulus — such  as  a  temporary  tax  cut— 
if  its  ambitious  efforts  do  start  to  set  the  economy  back.  We  should  also  bear  in 
mind  that  history  and  the  nature  of  the  present  problem  argue  that  a  major  busi- 
ness boom  will  develop  in  a  few  years  and  provide  a  great  opportunity  to  reduce 
the  deficit  and  even  the  debt. 
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*  The  "sources  of  profits"  vk.  described  in  S  Jay  Levy  and  David  A  Levy,  Profits  and  the  Fu- 
ture of  American  Society,  New  York,  Harper  and  Row,  1983. 
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[Submitted  by  Senator  Daniel  Patrick  Moynihan] 

NATIONAL  BUREAU  OF  ECONOMIC  kir-fX9.CH,  INC. 


<  hiet  txr<uii\e  Offiirr 


March  22,  1993 


The  Honorable  Daniel  Patrick  Moynihan 
United  States  Senate 
464  Russell 
Washington,  DC   20510 

Dear  Pat: 

I'm  sorry  that  I  could  not  appear  before  your  committee  on  March  25th  and  that  we 
didn't  get  to  meet  when  I  was  in  Washington  last  week. 

I  have  been  studying  the  President's  plan  to  raise  tax  rates  on  high  income  individuals. 
My  analysis  shows  that  even  a  quite  modest  response  of  taxable  income  eliminates  most  of  the 
revenue  that  the  Treasury  and  the  Joint  Tax  Committee  predict.  The  attached  Table  1  shows  that 
the  proposed  tax  rate  changes  would  raise  the  tax  payment  (including  the  personal  income  tax 
and  the  2.9  percent  HI  tax)  by  $3,305  for  a  couple  with  $180,000  of  taxable  income.  But  if 
they  reduce  their  taxable  income  by  just  5  percent,  their  tax  payment  would  actually  be  $196  less 
than  under  current  law.  And  if  they  reduce  their  taxable  income  by  10  percent,  the  Treasury 
would  lose  $3,697! 

As  you  know,  it  isn't  hard  for  a  high  income  couple  to  reduce  their  taxable  income  by 
5  percent  or  10  percent  through  a  combination  of  working  a  bit  less,  converting  taxable 
compensation  into  untaxed  fringe  benefits,  shifting  portfolio  investments  into  untaxed  or  low- 
taxed  forms,  etc. 

I've  done  some  work  at  the  hfBER  with  a  tax  simulation  model  like  the  one  used  by  the 
Treasury  and  the  Joint  Committee.  When  I  assume  no  behavioral  response  to  the  proposed 
increase  in  tax  rates,  I  estimate  that  the  higher  income  tax  rate  and  the  increased  HI  tax  base 
would  raise  $26. 1  billion  a  year  (at  the  1993  level  of  income).  This  figure  is  very  similar  to  the 
Administration's  estimate. 

But  if  the  higher  tax  rates  --  the  25  percent  jump  in  the  marginal  rate  up  to  $250, (KW  and 
the  37  percent  jump  in  the  marginal  rate  above  $250,000  --  cause  these  taxpayers  to  cut  their 
taxable  incomes  by  just  10  percent,  the  increased  revenue  would  fall  to  only  $6.6  billion. 
(These  figures  are  shown  in  the  attached  Table  2.) 

In  other  words,  because  of  the  way  that  the  President's  tax  increase  was  designed,  a 
mgdcst  IQ  percent  reduction  in  taxable  income  destroys  about  three-quarten;  of  the  revenue  that 
would  be  collected  if  taxpayers  did  not  reduce  their  taxable  incomes. 

I  know  that  the  Treasury  and  the  Joint  Committee  staffs  5fly  that  they  take  some 
behavioral  response  into  account.  They  refuse  to  say  how  much  behavioral  response  they  take 
into  account.  They  apparently  won't  even  tell  the  CBO!  But  the  basic  fact  is  that  the  NBER 
PO-behavioral-resPCnse  estimate  is  very  similar  to  the  Administration's  estimate  so  anv 
behavioral  response  that  thev  assume  must  be  very  small. 


165 

I  believe  that  the  sharp  rise  in  marginal  tax  rates  would  cause  a  significant  waste  of 
resources  and  would  reduce  real  incomes  in  the  economy.  These  harmful  effects  of  higher 
marginal  tax  rates  cannot  be  Justified  by  any  corresponding  gain  in  deficit  reduction. 

I  have  some  ideas  about  how  to  revise  the  President's  proposals  in  ways  that  would  raise 
at  least  as  much  revenue  with  much  less  distortion  and  waste.  I'd  be  happy  to  talk  with  you 
about  them. 

Sincerely, 
Martin  Feldstein 

Table  1 

Effects  of  Seductions  in  Taxable  Income  on  Tax  Liabilites 
of  a  Married  Couple  with  5180.000  of  Taxable  Income 

The  following  analysis  shows  how  President  Clinton's  proposed  increase  in 
personal  tax  rates  and  of  the  HI  tax  base  would  affect  the  taxes  paid  by  a 
rr.arried  couple  with  S180,000  of  taxable  income  under  three  alternative 
assumptions  about  their  response. 

REVENire 

.•Revenue  Effect  with  No  Behavioral  Response  CHANGE 

Individual  Income  Tax:  Income  tax  rates  rise  from  31  » 

to  36  %  on  the  S40,000  of  taxable  income  between 

S140,000  and  3180,000  +  2,000 

HI  Tax:  The  2.9  percent  HI  tax  rate  is  applied  to 

income  between  S135,000  and  $180,000.  +  1,305 

Net  Revenue  Effect  +  3,305 

Revenue  Effect  with  5  Percent  Induced  Decline  in  Taxable  Income  to  3171,000 

Individual  Income  Tax: 

Income  tax  rates  rise  from  31  %  to  36  %  on 

the  331,000  of  taxable  income  between  3140,000 

and  3171,000  +  1,550 

No  income  tax  collected  at  31  %  on  the  39,000 

of  previously  taxed  income  between  3171,000 

and  3180,000  -  2,790 

HI  Tax:  The  2.9  percent  HI  tax  rate  os  applied  to 

income  btrween  3135,000  amd  3171,000  +  1,044 

Net  Revenue  Effect  -    196 

Revenue  Effect  with  10  Percent  Induced  Decline  in  Taxable  Income  to  3162.000 

Individual  Income  Tax: 

Income  tax  rates  rise  from  31  *  to  36  %  on 

the  322,000  of  taxable  income  between  3140,000 

and  3162,000  +  1,100 

No  income  tax  collected  at  31  *  on  the  318,000 

of  previously  taxed  income  between  3162,000 

and  3180,000  -  5,580 

HI  Tax:  The  2.9  percent  HI  tax  rate  is  applied  to 

income  berween  3135,000  ound  3162,000  +    783 

Net  Revenue  Effect  -  3,697 

Testimony  of  Martin  Feldstein,  Ways  and  Means  Committee,  March  16,  1993. 
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Table  2 


Aggregate  Revenue  Effects  of  the  Clinton  Plan: 
Implications  of  Alternative  Behavioral  Responses 


Projected  change  in 

Personal  Income         Total  Tax 

Tax  Revenue  Revenue 

(S  bj-llions)  (S  billions) 


No  Behavioral  Response 


21.8  26.1 


5  percent  reduction  in 

taxable  incomes  12.2  16.1 

10  percent  reduction  in 

taxable  incomes  3.0  6.6 

15  percent  reduction  in 

taxable  incomes  -5.7  -2.5 

9  percent  reduction  in 

taxable  incomes  below 

S250,000  and  13  percent 

reduction  in  taxable 

incomes  above  $250,000.  0.1  3.6 


Source:  NBER  TAXSIM  calculations  reported  in  Martin  Feldstein  and  Daniel 
Feenberg,  "Higher  Tax  Rates  with  Little  Revenue  Gain:  An  Empirical  Analysis  of 
the  Clinton  Tax  Plan,"  (To  be  published  in  Tax  Notes,  March  22,  1993.) 

These  projections  are  estimates  of  changes  in  tax  liabilities  at  1993  income 
levels.  The  "total  tax  revenue"  projections  include  the  2.9  percent  HI  tax  on 
incomes  above  $135,000.  The  analysis  deals  only  with  the  proposed  increase  in 
individual  income  tax  rates  and  in  the  HI  tax  base  and  does  not  reflect  the 
proposed  changes  in  the  taxation  of  Social  Security  benefits,  in  the  alternative 
minimum  tax  and  in  other  tax  rules. 


Statement  of 

Martin  Feldstein 
Professor  of  Economics,  Harvard  University 

before  the 

Committee  on  Ways  and  Means,  U.S.  House  of  Representative 

March  16,  1993 

Thank  you,  Mr.  Chairman.  I  am  pleased  to  testify  before  this 
committee  again  today. 

I  have  appeared  before  you  on  several  occasions  over  the  past 
decade  to  advocate  tough  deficit  reduction  policies.  Unfortunately, 
the  problem  is  still  with  us. 

I  was  very  pleased  therefore  by  the  emphasis  that  President 
Clinton  put  on  deficit  reduction  in  his  address  to  the  Congress  and 
the  nation  last  month.  He  spelled  out  the  importance  of  reducing 
the  government  deficit  and  the  resulting  borrowing,  so  that  funds 
can  remain  in  private  hands  to  finance  additional  business 
investment  that  can  raise  productivity  and  the  future  standard  of 
living  of  the  American  people. 

I  was  however  very  disappointed  by  his  specific  proposals. 
After  analyzing  his  plan,  I  have  reached  two  principal  conclusions: 


167 

rirat,  th«  Praaldant'B  daflcit  raduotion  plan  la  totally 
inadaquat*.  Contrary  to  Ita  claim,  it  would  actually  laava  tha 
full-aaployaant  daficit  aubatantially  highar  in  1997  that  it  ia 
today. 

Sacond,  tha  Praaidant'a  propoaal  to  raiaa  aarginal  tax  ratas 
on  high  incoaa  individuala  would  produca  littla  or  no  additional 
ravanua  but  would  waakan  tha  aoonoay  and  waata  aoaroa  invaataant 
dollara. 

Let  me  now  explain  both  of  these  conclusions. 

Tha  Praaidant'a  Daficit  Reduction  Plan 

-  A  realistic  analysis  of  the  President's  proposals  indicates 
that  the  actual  deficit  reduction  in  1997  would  be  less  than  $50 
billion,  not  the  $140  billion  that  his  plan  claims.  Even  that  $50 
billion  estimate  depends  on  several  favorable  assumptions, 
including  the  assumption  that  the  new  spending  that  the  President 
calls  "investments  and  incentives"  would  be  limited  to  the  $55 
billion  in  1997  that  is  indicated  in  the  economic  plan. 

-  The  resulting  deficit  would  be  at  least  3.9  percent  of  GDP, 
even  assuming  that  the  economy  is  back  at  full  employment  in  1997. 
By  comparison,  the  Congressional  Budget  Office  has  estimated  that 
last  year's  1992  full  employment  deficit  was  only  3.3  percent  of 
GDP.  In  other  words,  the  deficit  problem  would  grow  substantially 
worse  over  the  next  four  years. 

-  A  deficit  of  that  magnitude  would  absorb  nearly  two-thirds 
of  the  private  saving  in  our  economy.  As  a  result,  the  rate  of 
investment  would  not  keep  pace  with  the  growth  of  the  labor  force, 
dragging  down  productivity. 

-  The  national  debt  is  currently  more  than  50  percent  of  GDP 
and  that  share  would  still  be  rising  in  1997  under  the  Clinton 
plan. 

My  conclusion  that  the  projected  1997  deficit  reductio  s 
realistically  at  least  $90  billion  less  than  the  President  cl  li  is 
is  based  on  four  considerations: 

(1)  As  I  will  explain  in  a  moment,  the  higher  marginal  tax 
rates  and  the  elimination  of  tha  income  ceiling  for  the  Medicare 
(HI)  tax  are  likely  to  produce  $24  billion  less  in  tax  revenue  in 
1997  than  the  economic  plan  projects. 

(2)  The  President's  proposed  defense  outlays  for  1997  are  25 
percent  lower  than  the  outlays  needed  to  maintain  today's  level  of 
real  defense  spending.  That's  a  cut  of  $79  billion  in  1997  from  the 
"constant  real  defense  spending"  baseline  (more  than  double  the  $37 
billion  cut  that  the  President's  plan  refers  to  by  using  a  defense 
baseline  that  is  actually  $42  billion  less  in  1997  than  today's 
real  spending  level) . 

I  believe  that  the  Congress  will  not  be  willing  to  make  such 
a  drastic  cut  in  defense  spending  at  a  time  of  increasing  military 
uncertainty  and  conflict  around  the  world  and  a  new  global 
proliferation  of  arms  and  ballistic  missiles.  If  Congress  votes  a 
15  percent  real  cut  in  defense  spending  over  the  next  four  years 
instead  of  the  25  percent  cut  projected  by  the  President,  defense 
outlays  will  be  $30  billion  more  in  1997  than  the  Administration 
plan  projects. 

(3)  Of  the  $60  billion  of  projected  nondefense  "spending  cuts" 
for  1997,  nearly  $30  billion  are  for  the  kind  of  wishful-thinking 
management  improvements  that  purport  to  save  money  without  program 
reductions  or  increased  user  charges.  While  such  projections  make 
budget  bottom  lines  look  good,  they  somehow  never  happen  in 
p'-'ctice. 
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(4)   These   three   adjustments   to   the   President's   budgec 
projections  add  $84  billion  to  the  projected  1997  deficit  and 
smaller  amounts  to  the  deficits  in  the  intervening  years.  The 
result  is  a  larger  national  debt  in  1997  than  the  administration 
forecasts  and  therefore  $9  billion  more  of  d«bt  sarvic*  costs  in 
1997. 

The  result  is  $93  billion  less  in  deficit  reduction  in  1997 
than  the  Clinton  plan  projects.  Note  that  this  assumes  that  all  of 
the  revenue  projections  other  than  the  taxes  on  high  income 
individuals  are  accurate  and  that  new  spending  programs  (including 
the  health  program  that  is  not  even  part  of  the  economic  plan)  do 
not  increase  outlays  more  than  the  $55  billion  projected  for  1997. 

The  Proposed  Incraasss  in  PTSonal  tmx   Ratss 

-  The  President's  proposal  to  raise  marginal  tax  rates  on  high 
income  individuals  would  produce  little  or  no  additional  revenue 
but  would  weaken  the  economy  and  waste  scarce  investment  dollars. 

-  Consider  the  effect  of  the  President's  proposed  tax  rate 
increase  on  a  married  couple  with  $180,000  of  taxable  income.  If 
they  respond  to  the  proposed  25  percent  jump  in  marginal  tax  rates 
(from  31  percent  today  to  38.9  percent  including  the  HI  tax  under 
the  Clinton  plan)  by  cutting  their  taxable  income  by  only  5 
percent,  the  Treasury  would  actually  collect  less  revenue  from  them 
under  the  Clinton  plan  that  it  does  today. 

As  members  of  this  Committee  know  all  too  well,  a  high 
income  couple  could  easily  achieve  a  five  percent  or  ten  percent 
reduction  in  taxable  income  by  a  combination  of  working  a  bit  less, 
transforming  taxable  compensation  into  untaxed  fringe  benefits, 
shifting  investments  from  taxable  bonds  and  high  dividend  stocks 
into  untaxed  municipal  bonds  or  low  dividend  stocks,  increasing 
their  home  mortgage  interest  deduction  and  investing  the  borrowed 
funds  in  low  tax  investments,  etc.. 

The  attached  Table  1  shows  how  a  relatively  small 
behavioral  response  to  the  jump  in  marginal  tax  rates  would 
actually  reduce  the  couple's  tax  liability  under  the  Clinton  plan 
relative  to  their  liability  under  existing  tax  rates.  Instead  of 
the  $3,305  of  additional  tax  revenue  that  would  be  collected  if 
there  were  no  behavioral  response,  a  five  percent  reduction  in 
taxable  income  would  reduce  the  couple's  tax  payment  below  what 
they  would  pay  under  current  tax  rates  by  $196  while  a  ten  percent 
reduction  in  taxable  income  would  reduce  the  couple's  tax  payment 
by  $3,697. 

-  Since  half  of  the  taxpayers  with  incomes  over  $140,000  have 
incomes  below  the  $180,000  level  used  in  this  example,  this  example 
shows  that  even  a  5  percent  reduction  in  taxable  income  would  mean 
that  the  majority  of  taxpayers  who  would  face  higher  tax  rates 
under  the  Clinton  plan  would  actually  pay  less  tax  than  they  do 
under  the  current  tax  law. 

-  These  examples  indicate  the  importance  of  taking  the 
behavioral  response  of  taxpayers  into  account  in  evaluating  the 
revenue  effects  of  the  President's  proposed  tax  increases.  I  have 
now  done  this  in  collaboration  with  Dr.  Daniel  Feenberg,  a 
colleague  at  the  National  Bureau  of  Economic  Research  (NBER) .  Our 
study  is  based  on  a  computerized  sample  of  almost  100,000  anonymous 
individual  tax  returns. 

The  computer  simulation  model  that  we  use  (the  NBER's  TAXSIM 
model)  provides  estimates  similar  to  those  produced  by  the  staffs 
of  the  Treasury  and  the  Joint  Tax  Committee  and  can  also  be 
modified  to  show  the  effects  of  alternative  assumptions  about  how 
taxpayers  respond  to  changes  in  tax  rates  and  tax  rules. 
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-  The  NBER  study  is  described  in  a  report  that  is  attached  to 
this  testimony  and  that  will  be  published  in  the  March  22nd  issue 
of  Tax  Notes  ("Higher  Tax  Rates  with  Little  Revenue  Gain:  An 
Empirical  Analysis  of  the  Clinton  Tax  Plan") . 

Our  simulation  analysis  indicates  that  the  higher  tax  rates 
and  the  expanded  Medicare  tax  base  in  the  President's  plan  would 
raise  taxes  by  a  total  of  S26  billion  a  year  (at  1993  levels^  if 
taxpayers  do  not  respond  to  the  sharp  rise  in  marginal  tax  rates. 
This  figure  is  consistent  with  the  revenue  estimate  made  by  the 
Clinton  Administration. 

But  the  assumption  that  taxpayers  do  not  change  their  behavior 
when  confronted  with  marginal  tax  rates  that  are  25  percent  higher 
than  they  are  today  (or  37  percent  for  those  with  incomes  over 
$250,000)  is  clearly  wrong.  If  these  substantial  increases  in 
marginal  tax  rates  cause  taxpayers  to  reduce  their  taxable  incomes 
by  just  10  percent,  the  additional  revenue  collected  by  the 
Treasury  would  be  less  than  S7  billion  a  year. 

These  figures  are  shown  in  Table  2  which  distinguishes  between 
the  effect  on  total  revenue  (column  2)  and  the  effect  on  revenue 
excluding  the  HI  tax.  (column  1) . 

These  calculations  make  no  allowance  for  the  adverse  effect  on 
tax  revenue  of  the  slower  pace  of  economic  recovery  that  is  likely 
to  result  from  the  Clinton  plan. 

Thesa  adjustad  revenue  estimates  have  important  implications 
for  the  Administration's  deficit  projections. 

-  The  Administration  projects  a  net  deficit  reduction  of  $39 
billion  in  1994,  of  which  more  than  $30  billion  is  projected  to 
come  from  the  higher  tax  rates  on  high  income  individua  3. 
i.jrrecting  only  the  Administration's  estimate  of  the  lik«  iy 
increase  in  the  tax  revenue  reduces  the  1994  deficit  reduction  from 
$39  billion  to  only  $17  billion. 

Applying  this  analysis  to  1997  implies  that  the 
Administration's  projection  of  $33  billion  of  additional  revenue 
from  higher  tax  rates  on  high  income  taxpayers  should  be  reduced  to 
S9  billion.  The  $24  billion  difference  between  $33  billion  and  $9 
billion  is  the  amount  that  I  referred  to  earlier  in  this  testimony 
in  my  analysis  of  the  President's  deficit  projections  for  1997. 

-  The  NBER  report  also  reviews  evidence  on  how  taxpayers 
responded  to  the  tax  rate  reduction  in  the  early  1980s.  If 
taxpayers  are  even  half  as  sensitive  to  the  proposed  Clinton  tax 
rate  hikes  as  they  were  when  rates  were  cut  in  the  early  1980s, 
the  additional  revenue  raised  by  the  Clinton  plan  would  be  even 
less  than  the  projections  based  on  a  ten  percent  reduction  in 
taxable  income. 

The  final  row  of  Table  2  shows  the  effect  on  tax  revenue  if 
taxpayers  are  just  half  as  sensitive  to  the  increased  tax  rates  as 
they  were  when  rates  were  cut  in  the  early  1980s.  Those  with 
incomes  between  $140,000  and  $250,000  would  reduce  their  taxable 
incomes  by  9  percent  but  those  with  incomes  over  $250,000  (whose 
marginal  tax  rates  would  rise  by  37  percent)  would  reduce  their 
taxable  incomes  by  13  percent.  The  result  would  be  a  net  revenue 
gain  to  the  Treasury  of  only  $3.6  billion  a  year,  essentially  all 
of  which  would  come  from  the  higher  HI  tax  collections  and  none 
from  higher  individual  income  tax  collections. 

Because  the  sharp  rise  in  marginal  tax  rates  would  distort 
taxpayers'  decisions  about  work  and  saving  and  personal 
investments,  it  would  cause  a  significant  waste  of  resources  and 
would  reduce  real  incomes  in  the  economy. 
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In  my  judgement,  the  NBER  study  shows  that  these  harmful 
effects  of  higher  marginal  tax  rates  cannot  be  justified  by  anv 
corresponding  gain  in  deficit  reduction. 

.«.K  Th.Pr.8id.nf.  budg.t  .ad  tmx  plan  w.r.  pr.par.d  in  ha.t.  and 
without  th.  ta.lp  of  tb.  n.c.sarr  "taff  that  had  not  y.t  b..n 
appoint.d.  I  hop.  that  th.  Congr.a.  will  r.j.ot  tb.  Pr.aid.nfs 
proposal  and  that  you  will  us.  th.  .xp.rtia.  of  this  Couitt..  to 
^'"^w/^Vif*  •'•'f«'i*^«  >»y  r.ducing  sp.nding  on  programs  that  ar. 
within  th.  Couitt.. ••  jurisdiction  and  by  raising  r.v.nu.  in  ways 
that  ar.  far  l.ss  damaging  than  th.  Pr.sid.nt's  proposal. 


Prepared  Statement  of  Mancur  Olson  ^ 

If  our  country  is  to  get  out  of  the  deficit  predicament,  it 
first  has  to  realize  how  it  got  into  it.   We  fell  into  the  fiscal 
hole  we  are  in  mainly  because  dramatically  different  theories, 
offered  by  people  of  opposing  ideologies  and  political 
allegiances,  embodied  the  same  beguiling  error.   This  error  has 
rarely  been  recognized  because  it  is  in  each  case  intert  vj  led 
with  good  --  even  great  --  ideas.   Sometimes  when  awed  L^  great 
ideas,  we  have  overlooked  mistakes  that  would  otherwise  have  been 
obvious. 

The  story  starts  with  the  great  depression  that  hit  the 
United  States  in  1929.   Behind  the  high  Fordney-Macomber  and 
Smoot-Hawley  tariffs,  many  American  manufacturing  industries  had, 
through  various  collusions  and  trade  associations,  fixed  high 
monopoly  prices.   In  the  sclerotic  British  economy  that  John 
Maynard  Keynes  observed  most  closely,  wages  in  most  industries 
were  at  set  at  cartel  levels  by  rigid  unions.   When  bank 
failures,  monetary  mismanagement,  and  other  mistakes  led  to  a 
sudden  reduction  in  the  quantity  of  money  and  the  level  of 
spending,  those  prices  and  wages  that  had  been  set  by  collective 
action  of  firms  or  workers  could  not  be  reduced  quickly.   Prices 
and  wages  that  were  already  at  monopoly  levels  in  normal  times 
became  very  much  too  high.   With  prices  and  wages  in  cartleized 
and  collusive  sectors  far  above  market  clearing  levels,  there  was 
naturally  widespread  unemployment  and  excess  capacity. 

As  incomes  fell  so  did  tax  receipts,  and  initial  efforts  to 
raise  taxes  to  balance  the  budget  reduced  spending  and  made 
things  worse.   Keynes  brilliantly  explained  the  flaw  in  this 
effort  and  rightly  suggested  fiscal  and  monetary  expansion  that 
would  bring  spending  up  to  a  level  that  would,  in  effect,  not 
only  re-establish  the  relative  prices  and  wages  that  prevailed 
before  the  depression,  but  even  inflate  enough  to  bring  the 
prices  in  the  competitive,  unorganized  sectors  to  a  level  that 
largely  eliminated  the  monopoly  element  in  the  relative  prices  of 
•.he  organized  sector.   By  quickly  increasing  spending,  soc^  tty 


'  Mancur  Olson  is  a  professor  of  economics  and  Chair  of  the 
Center  on  Institutional  Reform  and  the  Informal  Sector  (IRIS)  at 
the  University  of  Maryland.   IRIS  is  supported  by  the  U.S.  Agency 
for  International  Development.   Olson's  views  are  his  own  alone 
and  he  does  not  speak  for  U.S.  AID  or  for  the  University  of 
Maryland. 
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could  undercut  the  organized  interests  that  had  fixed  many  prices 
and  wages  too  high  to  clear  markets  without  the  political  costs 
of  confronting  these  interests  directly.   Keynes  incautiously 
called  his  persuasive  analysis  of  this  special  situation  a 
"general  theory." 

In  time,  the  over-simplification  and  dogmatization  of 
Keynes's  insights  led  to  the  prescription  that  any  economy  that 
was  not  at  its  maximum  level  of  productivity  should  be  treated 
with  expansionary  fiscal  and  monetary  policies.   Even  the 
moderate  underutilization  of  capacity  and  unemployment  that 
resulted  from  everyday  price  and  wage  fixing  should  be  treated  by 
a  hyper-Keynesian  expansionary  policy.   There  was  almost  always 
less  than  really  full  employment,  so  it  was  almost  always 
possible,  by  this  hyper-Keynesian  theory,  to  get  something  for 
nothing.   It  was  routinely  poss  It  e  cut  taxes  and  increase 
government  spending  without  co£  :  —  even  with  the  benefit  of 
higher  levels  of  unemployment. 

Naturally,  in  an  environment  guided  by  hyper-Keynesian 
policy,  organized  groups  setting  prices  and  wages  and 
governmental  price  or  wage  fixing  processes  began  to  take  it  for 
granted  that  any  higher  prices  and  wages  would  be  offset  by  a 
government  inflationary  policy.   So,  by  indexation  or  other 
means,  the  organized  interests  that  set  prices  and  wages  too  high 
to  clear  markets  in  the  first  place,  set  still  higher  prices  and 
wages.   The  expansionary  policies  were  offset  and  the  result  was 
"stagflation":  high  inflation  and  high  unemployment.   The  policy 
that  promised  the  society  something  for  nothing  proved  to  be  as 
costly  as  most  "something  for  nothing"  deals  in  private  life. 

There  was  inevitably  an  intellectual  reaction  to  the  failure 
of  hyper-Keynesian  fine  tuning.   It  consisted  mostly  of  renewed 
emphasis  on  another  great  idea:  the  familiar  idea  that  firms  and 
individuals  are  responsive  to  incentives  and  that  free  markets 
are  the  main  source  of  economic  efficiency  and  dynamism. 
Everyday  experience  underlined  the  importance  of  the  point  that 
the  individuals  respond  to  the  incentives  arising  out  of  the 
marketplace,  the  tax  code,  and  the  government's  subsidies  and 
transfers.   Of  course,  this  idea  was  also  susceptible  to 
oversimplification  and  dogmatization. 

The  valid  idea  that  taxes  impair  incentives  came  in  some 
quarters  to  be  the  idea  that  lower  tax  rates  would  increase  tax 
collections:  to  the  beguiling  notion  that  you  can  get  something 
for  nothing.   But  cutting  tax  rate  not  only  means  people  get 
more  reward  for  work  --  it  also  mei  ns  they  can  afford  more 
leisure!   Of  course,  no  tax  is  paid  on  leisure,  so  government  tax 
collections  fell  as  tax  rates  fell.   So  through  a  kind  of 
transvestite  Keynesianism  the  nation  was,  on  an  incomparably 
greater  scale  than  ever  before,  led  into  the  continuing 
structural  deficits  that  are  now  such  a  danger  to  our  republic. 

Under  opposing  theories,  and  under  different  ideological 
auspices,  the  American  people  have  been  gulled  into  accepting  the 
illusion  that  the  country  can  routinely  get  something  for 
nothing. 

This  is  an  illusion  that  the  nation  can  not  survive  very 
much  longer.   The  deficit  should  be  reduced  and  reduced  now.   The 
Congress  should  cooperate  fully  with  President  Clinton  and  give 
him  all  the  deficit  reduction  he  requests,  if  not  more. 
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[Submitted  by  Senator  William  V.  Roth,  Jr.] 
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Prepared  Statement  of  Senator  John  D.  Rockefeller  IV 

For  twenty-five  years,  I  have  worked  to  build  the  economy 
of  my  state,  West  Virginia.   Recently,  the  battle  got  even 
harder  when  budget  cuts  hit  us  unfairly,  and  national  policy 
almost  left  us  in  the  dust.   I  commend  the  new  Clinton 
Administration  for  a  program  that  finally  changes  our  course 
and,  if  we  help,  can  start  us  on  the  road  to  recovery  and 
growth.   I  don't  think  we  have  a  minute  to  waste. 

We  need  a  genuine  debate  about  what  revenu  ".s   are  needed 
and  what  cuts  are  needed  to  meet  goals  like  rel uilding  our 
roads  and  reviving  our  schools  at  the  same  time  we  cut  the 
deficit.   The  overarching  goal  is  more  investment  —  private 
and  public,  and  that  must  be  done  by  spending  more  on  federal 
programs  that  make  us  more  competitive  and  by  reducing  the 
deficit  to  make  room  for  the  private  sector  to  prosper. 

There  is  no  doubt  that  the  American  people  expect  us,  and 
should  expect  us,  to  cut  waste  and  abuse  in  government  --  as  a 
prerequisite  for  asking  for  a  dime  more  of  their  taxes. 
Twelve  years  of  Pentagon  scandals,  HUD  scandals,  and  S  &  L 
scandals  is  twelve  years  too  many. 

And  in  this  debate,  I  believe  people  will  see  that  the 
President's  program  of  deficit  reduction  is  going  to  pay  off 
in  their  lives,  on  Main  Street,  and  not  just  Wall  Street 
by  bringing  down  interest  rates  on  home  mortgages  and  cars  and 
college  loans  and  by  spurring  business  investment  that  will 
create  new  jobs  and  higher  wages.   People  will  have  a  chance 
to  see  that  most  of  the  critics  who  talk  about  not  enough  of 
this  and  too  much  of  that  are  just  talking,  with  no  specific 
alternatives  to  back  up  the  talk. 

The  debate  is  healthy  because  people  will  see  that  this 
program  makes  up  for  years  of  neglect  of  those  things  we  need 
to  restore  our  country's  strength.  People  will  have  a  chance 
to  see  the  critics  who  are  talking  about  waste  but  really  are 
just  trying  to  slash  programs  to  invest  in  our  children,  to 
clean  up  the  environment,  or  to  develop  technology  so  we  can 
regain  our  edge  in  global  competition. 

When  the  debate  is  over,  details  may  be  changed,  but  the 
President's  basic  program  will  be  enacted  because  the  public 
will  be  persuaded  that  this  program  will  restore  our  country 
and  preserve  its  legacy  for  our  children.   I  commend  the 
Administration  and  Secretary  Bentsen  for  his  leading  role 
within  the  Administration,  and  I  look  forward  to  working  to 
see  this  program  enacted  into  law. 


Prepared  Statement  of  Robert  J.  Shapiro 

In  my  judgment,  approval  of  President  Clinton's  proposed  budget  program 
would  substantially  improve  the  prospects  for  the  U.S.  economy. 

The  program's  strengths  are  three-fold.  First,  the  program  will  alter  the  basic 
pattern  of  federal  spending  from  the  1970s  and  1980s  by  slowing  the  rate  of  growth 
of  consumption-related  spending  while  increasing  public  investment  in  common 
economic  resources.  Second,  the  program  establishes  structural  fiscal  discipline, 
primarily  by  increasing  revenues  and  secondarily  by  reducing  consumption-related 
public  spending  at  a  faster  rate  than  it  would  increase  public  investment.  Third, 
many  of  the  President's  initiatives  incorporate  new  program  designs  which  would 
have  the  effect  of  strengthening  market  dynamics. 
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However,  in  order  to  achieve  the  FVesident's  goals  —  raise  the  trend  growth 
rates  of  overall  economic  activity,  net  investment,  productivity  and  incomes  -  these 
three  basic  elements  should  be  enhanced.  Consumption-related  federal  spending  can 
be  curtailed  more  sharply;  in  certain  cases,  public  investment  can  rise  more 
dramatically;  deficit-reduction  can  be  greater,  primarily  through  stronger  restraints 
on  spending;  and  efforts  to  strengthen  markets  can  be  expanded. 

The  President's  program  sets  U.S.  economic  poUcy,  for  the  first  time  in  nearly 
a  generation,  on  a  course  supported  by  economic  data  and  reasoning.  Individually 
and  together,  the  program's  three  basic  elements  should  promote  private  investment 
and  competitive  pressures  for  innovation  and  efficiency,  on  which  improved  U.S. 
performance  in  the  global  economy  depends. 


The  program's  first  st  mgth  is  fundamental:  the  President's  proposals  have 
changed  the  basic  terms  of  national  debate  from  whether  the  federal  budget  deficit 
will  be  cut  to  how.  There  are  disputes  about  the  accounting,  and  skepticism  about 
White  House  projections  for  reducing  annual  federal  borrowing  from  $302  billion  this 
year  to  $229  billion  in  1998  is  reasonable,  bsised  on  past  experience.  The  response 
of  the  U.S.  bond  markets,  however,  shovild  reassure  us  that  the  program  would 
substantially  reduce  the  long-term  structural  budget  deficit.  To  be  sure,  this  result 
is  achieved  more  through  net  tax  increases  than  through  net  spending  reductions,  a 
choice  to  which  capital  markets  are  largely  indifferent. 

It  is  further  reassuring  that  Congress,  with  the  President's  support,  has 
signalled  its  intent  to  improve  the  original  proposal.  The  House  Budget  Resolution 
would  cut  the  deficit  to  $199  billion  in  1998,  and  the  Senate  version  would  reduce  the 
1998  deficit  to  $214  billion. 

In  the  aggregate,  the  House  and  Senate  resolutions  are  quite  similar.  The 
House  version  contains  $697  billion  in  spending  cuts  and  tax  increases  over  five 
years;  26  percent  of  these  gains  are  given  back  for  new  investment  spending  and  10 
percent  for  new  tax  incentives.  The  Senate  version  contains  $638  billion  in  spending 
cuts  and  tax  increases  over  five  years;  19  percent  of  these  gains  are  given  back  for 
new  investment  spending  and  ■"  0  .  ercent  for  new  tax  incentives. 

Disaggregation  reveals  modest  differences.  The  House  resolution  contains 
$1.50  in  net  revenue  increases  for  every  $1  in  net  spending  cuts,  while  the  Senate 
calls  for  $2  in  net  revenue  increases  for  each  $1  in  spending  cuts.  Over  the  next  five 
years,  the  House  program  would  cut  current  programs  by  $411  billion  (including 
interest  savings),  shift  $182  billion  of  these  savings  to  public  investment,  and  so 
produce  $229  billion  in  net  spending  savings.  Over  the  same  period,  tax  changes 
would  raise  $337  in  new  revenues  and  forfeit  $70  bilUon  in  new  tax  incentives, 
leaving  $267  in  net  revenue  gains.  The  Senate  plan  reUes  less  on  spending  cuts  and 
more  on  new  revenues.  Over  the  next  five  years,  the  Senate  plan  would  cut  current 
spending  by  $333  billion  and  shift  $124  bilUon  to  public  investment,  for  net  spending 
reductions  of  $209  billion.  The  proposal  also  would  raise  $360  biUion  in  new  revenue 
while  offering  $64  billion  in  new  tax  incentives,  for  a  net  revenue  gain  of  $296  bilUon. 

The  imbalances  in  both  versions  between  spending  and  revenue  changes  (if 
that's  what  they  are)  dechne  over  time.  By  1998,  the  House  plan  would  produce  $91 
billion  in  net  spending  cuts  as  compared  to  $72  billion  in  net  revenue  increases.  In 
the  same  year,  the  Senate  version  would  produce  net  spending  cuts  of  $73  billion  and 
net  revenue  increases  of  $74  billion.  Moreover,  under  both  versions,  federal  spending 
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would  grow  substantially  more  slowly  than  the  economy.  Under  current  law,  federal 
outlays  are  forecast  to  grow  by  26  percent  over  the  next  five  years,  only  marginally 
less  than  the  28.5  percent  rate  at  which  economy  is  expected  to  grow.  By  contrast, 
outlays  would  expand  by  only  19  percent  over  the  next  five  years  under  the  House 
resolution  and  by  20  percent  under  the  Senate  version. 

There  has  been  extensive  c  oment  about  the  program's  early  measure  of 
deficit-increasing  stimulus.  In  the  second  half  of  1993,  the  program  would  rsiise  the 
deficit  by  $7  billion  --  barely  one-tenth  of  one  percent  of  the  year's  expected  Gross 
Nationsd  Product.  In  fact,  the  short-term  increase  in  the  deficit  is  likely  to  be  less 
than  forecast  as  falling  long-term  interest  rates  reduce  federal  interest  payments  and 
pare  a  few  billion  dollars  off  this  year's  deficit.  By  October,  when  the  1994  fiscal  year 
begins,  the  President's  program  proposes  a  substantial  measure  of  fiscal  drag  as  the 
deficit  baseline  begins  its  four-year  slide. 

The  program's  short-term  stimulus  is  of  the  sort  that  aims  to  spur  not  overall 
demand  but  only  particular  activities.  In  this  respect,  the  first  priority  is  business 
investment  that  can  raise  worker  productivity.  Half  of  the  new  stimulus  for  1993 
would  come  fi-om  a  new  tax  credit  for  companies  that  buy  new  equipment.  Small 
firms  would  cleiim  a  credit  equal  to  seven  percent  of  what  they  spend  this  year  and 
next  on  new  equipment;  larger  businesses  operating  on  long-term  investment 
schedules  would  get  a  seven-percent  tax  credit  for  the  amount  by  which  they  increase 
their  equipment  spending  this  year  sind  next  over  what  they  were  spending  in 
previous  years. 

Most  of  the  rest  of  the  1993  program  proposes  increased  spending,  bi  c  uuch 
of  it  would  be  temporary.  More  than  $5  billion  is  proposed  for  a  variety  of  programs 
to  help  poor  people,  especially  young  ones:  summer-school  Head  Start  for  poor  tots 
and  an  expansion  of  regular  summer  school  for  older  poor  children;  food  and 
immunization  for  poor  youth;  public-sector  summer  jobs  for  poor  adolescents  (and  for 
strapped  elderly  people);  and  special  education  for  young  Native  Americans.  When 
summer  passes,  most  of  this  new  spending  ends.  This  part  of  the  program  also 
includes  extended  unemployment  benefits,  and  if  the  President's  plan  helps  to  spur 
overall  growth,  extra  jobless  benefits  also  will  be  unnecessary  by  mid-1994. 

The  program  also  includes  new  spending  for  a  series  of  traditional  purposes  — 
veterans  hospitals.  Community  Development  Block  Grants,  the  Economic 
Development  Authority,  Historic  Preservation  Museum  projects,  local  homeless 
programs,  and  a  few  more.  It  all  comes  to  little  more  than  $3.5  billion  over  two 
years.  Some  of  these  funds  will  find  good  use  and  some  will  prove  less  valuable,  but 
once  again  all  of  it  is  on  a  one-time  basis. 

The  1993  stimulus  package  also  includes  the  first  stage  of  the  President's  long- 
term  investment  program  for  upgrading  basic  U.S.  economic  performance.  Most  of 
it  in  1993  goes  to  infrastructure:  repair  highways;  update  airport-safety  systems  and 
the  weather  service;  support  meiss  transit  and  Amtrak;  improve  rural-water  systems, 
failing  watersheds  and  sewage  treatment;  and  jump-start  development  of  a  broad- 
band transmission  network  linking  public  facilities.  The  President's  proposals  for 
1993  also  would  begin  a  long-term  expansion  of  support  for  industry-led  projects  in 
generic  research  suid  development,  new  manufacturing  processes,  and  energy 
efficiency  and  conservation. 


The  long-term  public  investment  program  contains  the  first  basic  principle  of 
the  President's  economic  strategy:  increase  the  share  of  national  resources  dedicated 
to  strengthening  the  structural  factors  in  economic  performance.  The  President's  c£ise 
is  that  these  measures  will  promote  better-functioning  markets  and  higher 
productivity  by  firms  and  workers. 
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The  five-year  investment  program  is  comprised  of  more  than  100  line  items, 
but  the  thrust  and  most  of  the  spending  are  directed  to  some  25  initiatives.  With  a 
few  notable  exceptions,  these  large  initiatives  are  directed  not  to  particular  sectors 
or  income  transfers,  but  to  aspects  of  economic  life  common  to  all  market  activity  — 
principally  infrastructure,  education  and  training  of  the  workforce,  and  technological 
advance.  To  a  substantial  degree,  the  President  also  has  proposed  to  program  these 
new  commitments  in  non-traditional  ways,  often  with  free-market  elements. 

^t  may  also  surprise  many  people  to  learn  that  the  President's  new  spendir  j 
ami  ti  ns  are  quite  modest.  The  gross  spending  increases  and  tax  benefits  in  o.  \ 
the  ^'resident's  investment  program  and  the  House  resolution  —  even  before  taking 
account  of  his  proposed  spending  cuts  and  revenue  increases  —  total  $253  billion  over 
five  years,  or  two-thirds  of  one  percent  of  an  expected  G.D.P.  of  more  than  $33  trillion 
for  the  same  period.  The  proportion  under  the  Senate  resolution,  with  $188  billion 
in  gross  spending  increases  and  tax  benefits,  is  even  smaller.  In  all  three  cases,  these 
proportions  clearly  cast  government  as  a  catalyst,  not  a  substitute,  for  private 
economic  activity. 

New  infrastructure  investments  totals  less  than  $36  billion  over  five  years,  not 
$20  billion  a  year.  New  education  and  training  commitments,  at  $56  billion  over  five 
years,  are  less  than  many  had  assumed  during  the  1992  campaign.  Direct  spending 
increases  for  research  and  development  come  to  about  $2.5  billion  a  year.  The  largest 
new  claims  on  the  budget  come  not  from  new  spending  at  all,  but  fi-om  new  tax 
benefits,  mainly  for  business  investment  and  wage  subsidies  for  lower-income 
working  people. 

The  first  part  of  the  investment  program  would  increase  funding  for 
transportation,  environmental  and  energy  systems,  a  classical  strategy  for  economic 
development  by  better  connecting  businesses  and  better  binding  together  markets. 
It  was  Adam  Smith  who  counselled  that  governments  should  build  roads  (and  educate 
children)  because  markets  alone  fail  to  channel  enough  private  resources  to  the 
common  resources  of  any  economy. 

The  Clinton  infrastructure  program  begins  with  modest  expectations  for  the 
present  nd  optimism  about  the  potential  of  future  technologies.  The  President 
wants  to  /aise  funding  for  highway  repairs  and  improvements  up  to  the  level  agreed 
to  by  President  Bush  and  the  Congress  in  1991.  He  would  increase  grants  to  expand 
the  capacity  of  vu-ban  mass  transit  (mainly  through  bus  purchases)  and  air-traffic 
control,  without  providing  more  federal  subsidies  to  operate  local  systems.  There's 
also  a  little  more  money  for  state  programs  to  combat  drunk  driving,  and  a  new 
substantial  commitment  to  support  high-speed  rail  development.  There  is  perhaps 
one  questionable  proposal  in  the  $11.5  billion,  five-year  transportation  proposal:  $154 
million  for  airport-runway  expansions  which  could  better  be  funded  by  the  airlines 
Euid  travelers  using  them. 

The  President  also  proposes  $12.0  billion  in  additional  spending  over  five  years 
for  environmental  infrastructure.  Much  of  this  increase  incorporates  a  market- 
sensitive  strategy.  For  example,  nearly  $7  billion  goes  to  extend  the  current 
wastewater  treatment  program  and  to  create  a  new  drinking-water  program  (mainly 
to  replace  municipal  water-distribution  pipes  made  of  lead).  In  both  cases,  the 
programs  do  not  provide  a  new  stream  of  unfettered  funding,  but  rather  rely  on  state- 
based  revolving  funds.  Under  this  approach,  state  ?  will  have  to  provide  20  percent 
matching  payments,  and  all  of  the  proceeds  wc  k  be  lent  to  communities;  in  turn, 
their  repayments  are  to  be  used  to  capitalize  new  loans.  Of  the  rest  of  the  new 
environmental  spending,  a  substantial  share  goes  to  research  and  development.  To 
be  sure,  there  also  is  additional  spending  less  directly-related  to  economic 
productivity:  over  the  next  five  years,  $325  million  is  earmarked  for  planting  trees, 
and  $2  billion  to  "improve"  national  lands.  All  told,  these  proposals  claim  less  than 
20  percent  of  the  President's  envirormiental  initiative. 
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The  President  also  proposes  $4.6  billion  over  five  years  in  additional  spending 
for  energy  programs.  Nearly  two-thirds  is  earmarked  for  research  and  development 
--  conservation  and  renewable-fuels,  advanced  neutron  and  fusion-energy  reseeu-ch, 
and  the  like  -  and  some  of  that  includes  cost-sharing  by  the  private  sector.  Another 
quairter  of  the  new  energy  money  is  earmarked  for  upgrading  the  energy  efficiency 
of  federal  buildings  across  the  country,  which  could  prove  to  be  a  sound  investment. 
Even  the  one  traditional  element  not  related  to  economic  performance  —  $375  million 
more  over  five  years  for  state  programs  to  help  low-income  people  weatherize  their 
homes  -  will  require  state-matching  payments. 

The  program  also  includes  $5.3  billion  in  additional  funds  for  community 
development  over  the  next  five  years.  Once  again,  the  President,  in  the  maun,  has 
adopted  approaches  that  rely  on  or  strengthen  market  signals  and  djmamics.  More 
than  $4  billion  of  the  total  is  in  enterprise-zone  tax  benefits;  and  while  we  should  be 
cautious  about  the  efficacy  of  this  approach,  it  is  time  to  test  it  as  an  alternative.  As 
innovative  and  perhaps  more  promising  is  the  President's  plan  to  fund  a  network  of 
non-profit  Community  Development  Banks  at  a  five-year  cost  of  $470  million,  in  order 
to  offset  a  current  market  failure  which  stifles  pn  ate  lending  to  businesses  and 
people  in  blighted  areas. 

His  budget  also  calls  for  $23.7  billion  in  additional  resources  over  five  years  to 
promote  technology  and  business  development.  Less  than  four  percent  of  these  new 
funds  would  be  earmarked  to  subsidize  a  troubled  sector  (NASA  research  for  civil 
aviation  and  short-haul  aircraft).  Instead,  one-third  of  these  resources  are  reserved 
to  cover  the  cost  of  extending  the  current  tax  credit  for  businesses  that  increase  their 
own  spending  on  R&D;  most  of  the  rest  is  designated  to  support  university-based 
research,  private  R&D  in  dual-use  defense  technologies,  a  network  of  centers  to  help 
U.S.  manufacturers  learn  about  and  apply  new  production  technologies,  and  an 
ambitious  initiative  to  modernize  and  automate  the  government's  own  operations. 

Private  investment  receives  additional  tax-code  support  in  the  new  budget. 
The  small-business  tax  credit  for  investing  in  new  equipment  is  retained  after  the 
1993-94  stimulus  program  ends.  Investors  would  gain  a  capital-gains  tax  incentive 
for  investments  that  capitalize  new  businesses,  addressing  entrepreneurs'  chronic 
shortage  of  funds.  The  largest  item  by  far  in  this  area  -  nearly  $27  billion  over  five 
years  -  is  President  Clinton's  proposed  expansion  of  the  Earned  Income  Tax  Credit 
(EITC),  in  order  1  <  i  rengthen  current  incentives  for  poor  people  to  work. 

The  largest  broad  area  of  new  spending  is  education  and  training,  based  on  the 
President's  view  that  the  skill  level  of  a  nation's  workers  is  an  important  factor  in 
global  competitiveness  and  the  one  which  government  can  most  affect.  Education  and 
training  would  receive  some  $55  billion  over  the  next  five  years  in  new  funding  and 
tax  benefits.  More  than  $20  billion  is  earmarked  for  a  series  of  innovative  education 
reforms  -  including  public-school  reform,  a  national-service  program  that  would 
exchange  college-tuition  support  for  a  student's  commitment  to  perform  community 
service,  and  new  apprenticeship  programs  to  provide  non-college-bound  high-schoolers 
with  skill  training.  Details  have  not  yet  been  released,  and  it  is  vital  that  the  finals 
designs  of  these  initiatives  justify  the  major  investments  proposed  by  the  President. 

This  part  of  the  program  also  includes  equally  substantial  funding  to  retrain 
workers  who  lose  their  jobs  due  to  import  competition,  defense  cut-backs  or  general 
lack  of  skills.  It  is  vital  that  the  Administration  evaluate  carefully  past  approaches 
for  government  training  and  retraining  efforts,  which  often  have  yielded  fewer 
benefits  than  hoped  or  predicted.  The  President's  pledge  to  raise  the  growth  rate  of 
productivity  also  will  require  steps  to  ensure  opportunities  for  all  workers  to  upgrade 
their  skills  on  an  on-going  basis.  The  mandate  proposed  by  President  Clinton  in  1992 
would  be  a  sound  step  in  this  direction. 
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Finally,  the  program  includes  substantial  increased  funding  in  other  areas 
which  are  not  strictly  considered  to  be  economic  investments,  such  as  housing  and 
health  care.  Here,  too,  the  President's  initiatives  avoid  many  of  the  problems  of 
traditional  direct  spe:  iing.  For  example,  of  $9.6  billion  additional  funding  slated  for 
hovising  needs  over  fi  i  years,  less  than  $800  million  is  earmarked  for  the  programs 
that  build  and  operate  public  housing.  However,  some  of  the  approaches  advanced 
here  are  problematic,  as  means  of  promoting  productivity  and  growth.  Nearly  60 
percent  of  the  new  commitment  for  housing  goes  to  tax  incentives  for  investors  in 
low-income  housing,  for  operators  of  multi-family  rental  units,  and  for  states  that 
float  mortgage-revenue  bonds.  There  is  substantial  evidence,  however,  that  the  low- 
income-housing  tax  credit  is  not  very  efficient  and  often  provides  investor  windfalls, 
and  in  some  states  mortgage-revenue-bond  programs  provide  subsidized  loans  for 
affluent  people.  Most  of  the  rest  of  the  new  housing  funding  is  earmarked  for 
innovative  purposes,  such  as  housing  vouchers,  low-income  tenant-ownership 
programs,  and  anti-crime  efforts  in  public  housing. 

The  last  area  in  the  President's  proposed  budget  is  the  provision  of  $36.4 
billion  over  five  years  for  new  health-related  spending.  Roughly  one-third  is 
earmarked  for  more  food  stamps,  one-third  for  pubhc-heath  programs  such  as 
childhood  immunization  and  AIDS  research  and  education,  and  the  remainder  for  a 
variety  of  long-standing  programs  for  rural  health,  veterans  hospitals,  and  drug- 
abuse  treatment.  These  expenditures  should  not  be  expected  to  generate  direct  net 
economic  benefits,  but  rather  should  be  evaluated  as  social  pohcy. 


On  the  deficit-reduction  side  of  the  budget  program,  the  President's  proposals 
sustains  a  preference  for  reforms  which  can  strengthen  the  operations  of  markets. 

The  President's  savings  are,  in  the  main,  driven  by  three  basic  principles.  First, 
in  the  aftermath  of  the  Soviet  Union's  dissolution,  future  Pentagon  budgets  can  safely 
reflect  a  sharp  decrease  in  the  nature  of  the  threat  to  U.S.  security. 

Second,  domestic  government  programs  and  operations  should  operate  on 
sensible  economic  or  business  principles.  This  effort  begins  with  the  President's 
requirement  that  government  manage  itself  on  smaller  administrative  budgets,  with 
100,000  fewer  permanent  positions,  and  more  modest  automatic  salary  increases. 
Next,  many  industries  using  the  services  of  taxpayer-supported  federal  agencies  are 
asked  to  begin  paying  for  them.  For  example,  the  investment  community  would  fund 
the  operations  of  the  Securities  Exchange  Commission  and  the  Commodity  Futures 
Trading  Commission;  pharmaceutical  firms  would  pick  up  more  of  the  costs  of  the 
Federsd  Drug  Administration;  state-insured  banks  would  pay  for  FDIC  auditing 
services;  and  utilities  would  pay  the  Energy  Department's  costs  for  enriching  their 
uranium.  The  President  also  includes  proposals  to  require  more  self-sufficiency  fi-om 
the  Patent  and  Trademark  Office,  part  of  the  Customs  Service,  some  Veterans 
Administration  life-insurance  and  lending  programs.  Federal  Crop  Insurance,  federal 
grain  inspections,  and  the  Bureau  of  Alcohol,  Tobacco  and  Firearms. 

The  President's  program  broadens  this  critique  of  taxpayer  subsir  ■  ss  to  cover 
other  areas  of  the  budget:  for  example,  reuse  the  price  of  timber  sales  fi"om  national 
forests  so  they  cover  the  government's  costs;  limit  subsidies  for  wool  and  mohair 
producers  to  $50,000  per  person;  hike  FAA  registration  fees  for  general-aviation 
aircraft;  reduce  postal  subsidies  for  non-profit  organizations;  raise  the  fuel  fee  that 
helps  finance  federal-inland-waterway  operations;  increase  recreation  fees  at  National 
Parks  and  National  Forests;  add  a  royalty  payment  for  mining  on  federal  lands; 
target  crop  subsidies  to  families  with  non-farming  income  of  less  than  $100,000;  limit 
deficiency  payments  to  farmers;  Umit  additional  payments  for  "overhead"  costs  to 
universities  receiving  research  grants;  auction  off  the  public  electromagnetic  spectnim 
to  television,  radio  and  other  users  instead  of  giving  it  away;  charge  polluters,  where 
feasible,  for  the  costs  of  cleaning-up  their  hazardous  wastes;  and  more. 
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The  President's  proposal  to  reduce  many  long-standing  subsidies  is  vitally 
important  to  the  success  of  his  economic  strategy.  Such  reforms  not  only  reduce  the 
deficit;  they  also  can  strengthen  the  economy.  The  c\irrent  structvire  of  industry- 
specific  tax  and  spending  subsidies  places  sectors  denied  such  special  largesse  at  a 
competitive  disadvantage  in  the  mark'^t  for  attracting  capital  and  labor,  distorting 
the  market  economy's  most  basic  ac  v  ies.  Moreover,  over  time,  these  subsidies  can 
harm  the  industries  they  intend  to  help,  by  insulating  them  from  the  competition 
which  ultimately  drives  innovation  and  productivity  gains  in  a  global  economy. 

Congress  can  strengthen  the  program  by  reducing  subsidies  further.  For 
example,  instead  of  reforming  the  premiums  for  Federal  Crop  Insurance  for  a  five- 
year  savings  of  $730  million,  the  program  could  be  replaced  by  direct  assistance  when 
bad  weather  drives  crop  yields  far  below  average,  at  savings  of  $2.4  billion.  Instead 
of  raising  the  fuel  fee  for  companies  using  federal  inland  waterways,  for  a  five-year 
savings  of  $1.3  billion.  Congress  should  consider  assessing  a  user  fee  that  would  raise 
$2.2  biUion.  Instead  of  raising  FAA  registration  fees  for  a  five-year  savings  of  $211 
million,  Congress  should  examine  the  impact  of  an  airline  user  fee  for  air-traffic 
control  services,  which  could  raise  $6.8  billion.  And  if  the  President's  proposed 
reforms  of  farm-deficiency  payments  were  introduced  this  year  instead  of  in  1995,  the 
proposed  $1.7  billion,  five-year  savings  would  rise  to  $3.9  billion. 

I  also  endorse  the  President's  call  for  substantial  cuts  in  many  programs  of 
economically-dubious  value,  and  his  request  for  a  limited  form  of  hne-item  veto  to 
enforce  such  judgments.  The  President's  program  would  eliminate  grants  for  building 
wastewater  treatment  plants  in  favor  of  the  revolving  fund,  saving  more  than  $6 
billion  over  five  years.  Special  pajnments  to  school  districts  where  federal  facilities 
reduce  the  local  tax  base  would  end,  if  parents  working  at  the  facilities  live  in  other 
school  districts.  Grants  for  special  projects  funded  by  congressional  edicts 
amendments  rather  than  through  competitive  bidding  or  peer  review  are  would  be 
back.  Funding  for  two  major  NASA  projects,  the  superconducting  collider  and  the 
space  station,  are  to  be  scaled  back  or  "retched  out.  These  two  projects  operate  in 
much  like  special  subsidies,  and  if  Co  igress  were  to  eliminate  them  the  savings 
would  be  reach  $13  billion  instead  of  $3  billion. 

The  third  major  aspect  of  the  President's  spending-reduction  strategy  is  health- 
care reform  for  Medicare  and  Mediciiid,  the  fastest-growing  items  in  the  budget. 
These  reforms  are  both  serious  and  structural:  the  savings  in  1994-to-1998  would 
total  $60  billion.  There  is  necessarily  a  tentative  quality  to  the  proposals,  because 
broad  cost-containment  reforms  for  the  health  sector  presumably  will  overtake  many 
of  the  provisions  -  £uad  produce  both  greater  savings  for  Medicare  and  Medicaid  and 
substantial  additional  costs  to  cover  the  37  million  people  currently  uninsured. 

The  outlines  of  the  President's  approach  to  health-care  reform  may  be  evident 
in  his  Medicare  and  Medicaid  proposals.  Nearly  all  of  the  proposed  savings  come 
from  health-care  providers  of  every  kind,  through  changes  that  would  cut  payments 
to  hospitals,  skilled  nursing  facilities  and  home-health  agencies;  to  doctors,  insurers 
eind  drug  companies,  to  medical  schools,  medical  labs  and  medical  suppliers.  These 
reforms  may  presage  some  form  of  price  controls  on  all  providers.  The  President  also 
calls  for  modestly-higher  Part  B  Medicare  premixmis,  a  small  step  towards  more 
burd  n  haring  by  patients.  Last,  the  program  would  bar  payments  to  doctors  v  ic 
for  e-  ample,  refer  patients  to  their  own  therapy  centers,  which  may  portend  m  jre 
regulation  of  business  practices  in  medicine. 


Compared  to  the  complex  structure  of  proposed  spending  cuts  and  new 
investments,  the  revenues  provisions  in  the  President's  program  are  straightforward. 
With  one  notable  exception,  the  provisions  are  driven  by  the  principle  that  a  person's 
tax  burden  should  rise  with  income. 


67-802  0-93-7 


180 

First,  the  personal  income-tax  rate  for  high-income  people  would  rise:  income 
above  $180,000  for  a  couple  ($140,000  for  singles)  would  be  taxed  at  36  percent 
instead  of  31  percent;  income  above  about  $250,000  would  be  taxed  at  39.6  percent. 
The  Treasury  estimates  that  these  changes  should  raise  $125  billion  over  five  years. 
Another  $29  billion  is  expected  from  applying  the  Medicare  tax  (1.45  percent  for  both 
employers  and  employees)  to  all  salaries  instead  of  only  to  salary  income  of  up  to 
$135,000.  Nearly  as  much  again  is  forecast  by  raising  the  corporate  teix  rate  from  34 
percent  to  36  percent,  but  only  for  2,700  of  the  nation's  2.2  million  corporations,  with 
taxable  income  of  $10  million  or  more. 

A  series  of  smaller  reforms,  many  aimed  at  tax  subsidies  benefiting  highly-paid 
executive  or  particular  industries,  are  also  part  of  the  package.  The  current  tax 
incentives  for  U.S.  firms  operating  in  Puerto  Rico  would  end.  Deductions  for  business 
meals  and  entertainment,  lobbying  expenses,  country-club  dues,  and  executive 
salaries  *'>  excess  of  $1  million  would  all  be  cut  back  or  repealed.  Securities  dealers 
would  hi.ve  to  declare  the  market  value  of  securities  they  own 

Nothing  is  absolute  in  the  law  or  economics  of  tax  provisions,  and  prudential 
arguments  can  be  made  for  and  against  all  of  these  proposals.  Nevertheless,  there 
are  two  fundamental  questions  for  any  new  tax  proposal.  First,  who  bears  the 
additional  burden?  The  answer  in  this  case  is  principally  the  top  1.2  percent  of  the 
population  and  the  top  one-tenth  of  one  percent  of  corporations.  Second,  would  the 
reforms  harm  the  economy?  Lower  taxes  are  always  better  for  the  economy  than 
higher  taxes,  but  lower  deficits  are  equally  better  for  the  economy  than  higher 
deficits.  As  to  the  President's  specific  proposals,  recent  experience  and  data  show 
that  lower  tax  rates  on  wealthy  people  in  the  early  and  mid-1980s  had  no  discemable 
net  effect  on  American  rates  of  investment,  productivity,  incomes  or  growth. 
Therefore,  it  seems  probable  that  higher  personal  rates  in  the  service  of  reducing  the 
deficit  should  also  have  no  untoward  macroeconomic  impact. 

The  program  also  would  require  that  retired  couples  with  incomes  of  $32,000 
(and  retired  singles  with  incomes  above  $25,000)  pay  income  tax  on  85  percent  of 
their  social  security  benefits,  instead  of  only  50  percent  under  the  law  today.  This 
would  clearly  affect  people  of  middle-class  income  Regarding  wealth,  however,  these 
same  people  are  more  upper-income:  retired  per;  )r  with  incomes  of  $30,000  a  yeair 
often  $200,000  or  more  in  income-producing  assets  to  generate  part  of  this  income. 

The  President  also  proposes  a  broad-based  energy  tax  that  could  raise  about 
$20  billion  a  year,  while  encouraging  environmental  quality  and  energy  conservation 
and  independence.  This  provision  seems  to  contravene  the  progressive  principle  long 
stated  by  the  President,  that  so  long  as  middle-class  incomes  are  stalled  or  falling, 
their  taxes  should  not  rise.  It  clearly  would  produce  an  additional  tax  burden  of  $10 
to  $20  monthly  for  most  people.  However,  if  the  entire  programi  succeeds  in  restoring 
economic  growth  to  drive  up  incomes,  this  burden  would  be  quickly  offset;  if  it 
doesn't,  middle-class  tax  reUef  should  be  considered  again.  The  President  also 
proposes  to  offset  the  effect  immediately  for  lower-income  people  by  providing 
additional  food  stamps,  and  for  moderate-income  people  by  raising  the  income  ceiling 
for  EITC  benefits  to  $30,000. 

While  the  EITC  is  a  sound  program,  I  would  urge  some  caution.  Under  the 
higher  income-ceiling,  the  EITC  would  provide  some  wage  subsidy  for  30-to-35 
percent  of  all  workers,  a  potential  economic  distortion  of  some  consequence.  Instead, 
I  would  suggest  that  the  current  ceiling  of  $23,000  be  retained,  and  the  additional 
resources  be  used  to  provide  limited  tax  relief  for  moderate-income  people  with  young 
children,  or  more  deficit  reduction. 
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Prepared  Statement  of  Herbert  Stein  ^ 

The  time  is  short  and  the  subject  is  long.  I  will  only  set  down  briefly  my  opinions 
and  preferences. 

1.  Significantly  reducing  the  budget  deficit  is  highly  important.  This  is  simply  a 
matter  of  trustworthiness  and  courage  in  government.  If  all  politicians  aver  than 
the  budget  deficit  is  the  worst  thing  in  the  world  and  swear  that  they  will  reduce 
it  and  have  the  means  to  do  it  they  should  do  it.  Failure  to  meet  such  an  elementary 
test  contributes  to  the  feeling  of  aimlessness  and  helplessness  that  infects  our  public 
life. 

2.  The  Clinton  package,  now  embodied  in  the  budget  resolution,  will  reduce  the 
budget  deficit  if  it  is  adhered  to.  It  will  not  reduce  the  budget  deficit  if  you  do  not 
adhere  to  it. 

3.  Senator  Packwood  has  asked  me,  in  a  letter,  whether  the  record  does  not  show 
that  raising  taxes  is  ineffective  as  a  way  of  reducing  the  budget  deficit  because  ex- 
penditures will  rise  as  much  as  revenue.  I  do  not  think  so.  The  record  shows  that 
during  the  past  twelve  years  we  ran  large  budget  deficits  in  times  of  peace  and  fair- 
ly high  prosperity,  something  we  did  not  do  before.  It  shows  that  during  this  period 
we  spent  more  than  we  taxed  or  taxed  less  than  we  spent,  the  two  statements  being 
equivalent.  There  is  no  law  of  nature,  economics  or  politics  requiring  expenditures 
to  exceed  the  revenues  by  4  percent  of  GDP  or  by  zero.  Whether  they  do  or  not  is 
up  to  you.  You  should  not  be  predicting  your  own  actions;  you  should  be  deciding 
your  own  actions. 

4.  The  path  of  gradual  deficit-reduction  embodied  in  the  budget  resolution  or  even 
a  more  rapid  path  will  not  tend  to  slow  down  the  return  to  high  employment  or  pre- 
vent its  maintenance  once  achieved.  If  there  turns  out  to  be  any  such  tendency  it 
is  the  responsibility  of  monetary  policy,  and  within  its  competence,  to  prevent  the 
undesired  result  from  occurring. 

5.  The  Clinton  package  is  not  the  best  of  all  conceivable  budget  packages.  I  could 
write  a  better  package,  and  so  could  any  man  on  this  panel.  But  the  question  is 
whether  you  would  enact  them  if  we  did  write  them.  Probably  not,  alas.  But  I  will 
tell  you  some  ideas  for  a  better  package  all  the  same. 

6.  The  stimulus  package  is  a  mistake,  in  defense  of  which  its  supporters  only  say 
that  it  is  very  small,  which  is  true.  If  economic  conditions  like  the  present  ones  are 
to  be  regarded  as  extreme  emergencies  justifying  departure  from  the  agreed-upon 
path  of  the  budget  we  will  never  achieve  the  goal,  because  such  conditions  will  occur 
again  and  again. 

7.  One  great  virtue  of  the  Clinton  package  is  that  it  breaks  with  the  taboo  against 
a  President,  or  F*residential  candidate,  recommending  a  tax  increase  on  a  large  pro- 
portion of  the  American  people.  This  taboo  has  been  a  major  obstacle  to  responsible 
budget  policy  in  the  past. 

8.  The  great  argument  over  the  proportion  of  the  deficit-reducing  package  that 
consists  of  tax  increases  rather  than  expenditure  cuts  is  meaningless  and  dema- 
gogic. There  is  no  general  economic  or  pohtical  distinction  between  raising  taxes  and 
cutting  expenditures  and  no  general  reason  to  prefer  one  over  the  other.  Both  are 
ways  of  taking  money  away  from  people,  which  is  what  has  to  be  done  to  reduce 
the  deficit,  and  the  real  issues  are  from  whom  and  on  what  conditions. 

9.  The  package  should  have  provided  for  getting  the  deficit  down  to  zero  in  six 
or  eight  years.  The  advent  of  a  new  Administration  was  the  time  to  do  that.  That 
chance  has  obviously  been  lost.  You  should  be  on  notice  that  another  big  deficit-re- 
duction package  is  going  to  be  needed  in  a  few  years,  because  even  with  the  new 
package  the  deficit  is  going  to  turn  up  again  sharply  after  a  few  years. 

10.  It  would  have  been  better  to  eliminate  most  of  the  new  so-called  "investment" 
programs  contained  in  the  budget.  They  would  do  less  to  raise  productivity  in  Amer- 
ica than  application  of  the  same  amount  of  money  to  deficit  reduction.  They  are  part 
of  a  general  policy  of  this  Administration  that  favors  government-targeted  invest- 
ment. That  policy  is  a  mistake.  It  is  strange  that  a  President  who  says  that  govern- 
ment doesn't  work  should  want  to  give  it  new  difficult  responsibilities  for  which  it 
shows  no  aptitude. 

11.  The  only  national  objective  of  sufficiently  high  priority  to  justify  increasing  ex- 
penditures at  this  time  is  the  correction  of  the  conditions  of  poverty  and  social  pa- 
thology in  which  a  small  but  not  insignificant  proportion  of  our  population  lives. 

12.  The  proposed  increase  in  the  rate  of  corporate  income  tax  from  34  to  36  per- 
cent is  a  mistake.  The  double  taxation  of  corporate  income — once  at  the  corporate 


^  Herbert  Stein  is  a  Senior  Fellow  of  the  American  Enterprise  Institute  for  Public  Policy  Re- 
search. The  views  expressed  are  his  own. 
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and  once  at  the  individual  level — is  unfair  and  economically  distorting  and  should 
not  be  made  worse  by  an  increase  of  the  corporate  rate. 

13.  Increasing  the  rates  of  individual  income  tax  is  a  fair  and,  in  general,  efficient 
way  to  raise  additional  revenue.  It  would  be  better  to  steirt  the  rate  increase  at  a 
somewhat  lower  level  of  income  than  is  proposed  in  the  Clinton  package.  On  the 
other  hand  the  proposed  10  percent  tax  surcheirge  on  incomes  in  excess  of  $250,000 
reflects  and  encourages  an  unnecessarily  hostile  attitude  to  people  who  earn  mod- 
erately high  incomes  in  the  United  States.  The  surcharge  should  be  abandoned. 

14.  The  energy  tax  is  a  reasonably  harmless  way  of  raising  small  amounts  of  reve- 
nue from  each  of  a  great  many  individuals.  Applying  the  tax  to  energy  used  by  busi- 
ness is  a  bad  idea  because  it  discriminates  against  certain  types  of  business,  espe- 
cially if  they  face  competition  from  other  countries  that  do  not  impose  a  similar  tax 
on  business  use  of  energy. 

15.  The  various  preferences  for  small  business  contained  on  both  the  revenue  and 
expenditure  side  or  the  Clinton  budget  reflect  a  romantic  and  unrealistic  view  of  the 
special  role  of  small  business  as  a  source  of  jobs  and  innovation.  They  should  be 
eliminated. 

16.  Senator  Packwood  has  asked  me  in  his  letter  what  I  think  is  a  reasonable  per- 
centage of  the  GDP  for  government  to  be  spending  in  the  U.S.  I  don't  think  that 
question  can  be  answered  in  the  aggregate — that  is,  without  looking  at  individual 
programs  and  judging  whether  they  are  worth  while  or  not.  I  believe  that  if  that 
were  done  we  would  find  many  programs  that  are  not  worth  while  and  also  some 
that  should  be  increased.  I  believe  that  the  net  of  this  would  be  a  reduction  of 
spending  relative  to  GDP,  but  I  could  not  arrive  at  this  conclusion  simply  by  looking 
at  the  total  number. 

17.  Senator  Packwood  has  also  asked  me  whether  it  is  possible  to  reduce  the  defi- 
cit without  making  maior  changes  in  Social  Security  and  other  retirement  programs, 
and/or  health  Care.  I  believe  that  it  will  not  be  possible  to  reduce  the  deficit  sub- 
stantially, especially  when  we  get  into  the  next  century,  without  such  changes.  I  be- 
lieve that  it  wiU  soon  be  necessary  to  give  attention  to  at  least  two  changes.  One 
would  be  to  reduce  the  enormous  subsidy  given  to  old  people  who  are  not  poor 
through  the  Medicare  system.  The  other  would  be  to  make  health  care  benefits  pro- 
vided by  employers  taxable  income  to  the  recipients. 

I  will  try  to  elaborate  on  any  of  these  points  in  the  question  period.  I  also  submit 
two  recent  articles  of  mine  that  are  relevant  to  today's  subject  and  that  I  would  like 
to  have  included  in  the  record. 

Attachments. 
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Budget  Le(d)gerdemain 


By  Hf■lIrrSm^< 

tn  (IM  umc  o(  Emperor  Vespasun.  (Ac 
{OTtmir.eni  provided  unnals  in  Uie 
sffwu  of  Rome  and  cnaritd  a  '.tt  for 
their  use  nie  emperor,  jeetinj  lo  reduce 
hti  budfet  deficit,  decided  to  nut  ine  fee. 
His  son.  I  finicky  fellow,  asted  tne  em- 
peror wnether  the  addiuonu  receipu 
should  b*  considered  t  tu  mcreisc  or  a 
reduction  of  pjvemmeni  expenditure  tor 
the  pronsion  of  the  ftaUOes.  To  Uui  tne 
empow  mux  his  tanMxis  repty  i  in  La  on. 
the  ooiy  iui|\uift  he  spoOi:  '  Non  Olei:  " 
The  litem  tnninnnn  is.  i:  docn  t 
sincU.  '  But  the  metnuf  is.  It'j  ali 
moQcy.  and  it  doctn  t  maOfr  wtueb  side 
o(  tlM  ledcer  you  put  it  on." 

I  iffl  reminded  o(  this  itory  by  the  cur- 
rem  furor  on  r  the  dinsioa  o<  Preadeai 
CUotooi  dt  .3t-reducaaa  pactA(i  be- 
twciB  LI.  mi.  e«sa  tad  expcnditurt  cua. 
tlM  CUnun  peopM  scon  intem  oo  itam- 
Of  that  ta*  expeooiturt  cuts  irt  eqiul  to 
itM  tu  mcreuci.  or  nevty  so.  Tht  an»' 
sttkB  sctmi  inieiu  on  iMnnr  thai  tbe 
tax  ttinimi  are.  say.  (trt  tuoas  as  larft 
u  tte  expcoottun  cuts.  This  ts  all  Ttry 
pceouar.  baeaua*  we  aoat  kaow  wnetncr 
som  maicr  iteos  sctouU  b«  callad  tai  la- 
cretfc*  or  eipenOiture  cuts  and  we  aoo  t 
know  wnat  pncucai  diHemcc  these  ra- 
tioiinatc. 

Tha  leadioc  casa  is  the  inchsiaB  ol  * 
larnr  snart  o(  Social  Seeunty  beiMtia  m 
tlM  laxaaia  incoRM  at  the  benaAoarr 
SoBt  peopM  want  to  call  this  an  ezpcodi- 
tun  cut:  others  warn  to  call  it  a  tax  in- 
cntM.  There  is  no  answer  to  the  laaeunf 
qucKlon  because  the  terms  lai  in- 
crcaae  '  and  expenditure  cut  art  arbi- 
trtry.  aod  no  sifnilicaat  concusiao  tot- 
lovt  (rom  wnat  name  we  apply.  The  new 
tmtactii  ot  Social  Saomty  benefits  wiu 
not  be  food  li  we  call  u  aa  expeoditui*  cut 
(TbadKwccailuaiaa  loocaae.  When  1 
pay  the  addmonai  amourn  next  rear  it 
wtu  001  mancr  to  me  wtieuier  i  have  tea 
nwaay  bacaioa  my  tax  has  beea  rased  or 
my  benefit  has  been  cuL  It's  all 
r  uiat  1  won  t  hare. 
Oaoarr  Fees 

But  Sadal  Sccwny  IS  ooly  the  tBOM  06- 
nooi  cmaa.  The  admiatitratioa  lauyueii 
to  omtt  doctors'  fee*  ta  order,  u  a  uyi. 
to  "cut  cxpendtoirci. '  But  coulda  t  that 
ttanMOftly  be  called  a  tax  uiaeaaa  on 
dDOon?  Is  tiw  freetc  on  (edenl  salaries 
aa  expemttturc  cut  or  a  tax  on  federal  em- 
ployaea?  Or  k>^  at  the  oOmt  side  ol  the 
CB&.  The  sdm*  Rraooo  prapaace  to  five 
a  tax  creiu  fi.  certaia  kiadi  ct  lavcs- 
atm.  Is  thai  a  tax  radaenoa  or  as  addl- 
OoBal  iipeniiitire  to  snhMrtln  a  cneaca 
dad  of  Uiitsuuuu?  Suppoae.  u  maay 
Dm  suficMad.  thu  a  cay  saouid  be 
placed  OB  the  aiuuuui  ot  tBiptoffw  pii> 
TttidlMaiia  uwnaea  thai  a  rrrawiahte 
esBie.  Wouid  Oat  be  a  tax 
or  l&a  reduetlen  of  foraramcnt 
I  that  DG 


The  bMK  fact  ts  thai  the  (ovenmcoi 
Is  lanaterl  m  payiof  nuocy  out  to  people 
>  tna  people.  The 
cflort  ta  aa  cflort  to  r^ 
itaBi  i&e  ttci  a<  ttts-tbe  axeeai  d  pay- 
iBHn  Old  over  payineBti  ta^by  letaaJiif 
Ibi  paymcna  out  and/or  tnuaaaiat  '^ 
iia.  Ho  realjgte  ttitimeni  aaout 
I  or  retadre  tiMraat  re- 


ducinf  payments  out  or  increasiaf  pay- 
ments 10  can  oe  made  without  speafync 
me  conditions  o<  the  payments.  That  is. 
jniess  we  Know  lo  whom  the  payments 
irt  10  be  made  or  from  wnom  me  pav- 
-nents  are  to  be  received,  and  on  wnat 
conditions,  we  mow  noihing  significant 
aoout  the  transactions,  wneuier  we  can 
ihem  tax  increases  or  expeooiture  cuts. 

It  will  be  said  that  tax  increase*  de- 
press the  economy.  It  is  now  conventional 
wisdom  in  some  cime*  that  the  1990  tax 
increasct  caused  the  recesatoo  o(  1990.  as 
if  we  dlda't  have  enoutn  other  explana- 
iiooa.  This  arfument  runs  m  part  on  the 
demand  side.  U  you  tax  money  away  froo 
peopM.  they  wiu  spend  less  and  that  wui 
depress  the  economy  But  if  the  fovem- 
ment  spends  len.  that  also  depresses  total 
demand,  lo  either  case  the  oerativt  effect 
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The  size  of  govern- 
ment and  Its  danger  are 
much  better  measured  by 
the  character  of  what  it 
does,  and  especially  by  the 
selectwity  of  what  tr  does, 
than  by  the  aggregau 
numbers  m  the  budget. 

on  demand  may  be  oMset  by  the  poaiuve 
effect  o<  a  smaller  budfet  deflat  on  the 
availahUity  and  am  o(  capital.  We  used  to 
have  a  theorem  in  ecoaoraia  that  an 
equal  cut  of  ipenrtinr  and  revenues  re- 
sulted la  a  net  dedlae  ot  demand.  We  may 
not  be  so  sure  ot  thai  aayraore.  but  we  arc 
a  loo(  way  from  kaowuif  am  reverse. 

A  wan  importaat  arfwoeot  is  made 
on  the  supply  side.  It  is  said  that  tax  in- 
creaaas  nave  bad  incemrre  effects.  Prtxia- 
biy  all  taxes  have  looBOva  effects,  but 
not  all  uceouve  eflecia  art  bad.  Suppose, 
to  lata  my  favonta  example,  we  were  to 
cap  the  antoum  ol  health  insurance  that  la 
|^•^<m^^  (ma  laxshie  income.  That 
would  be  a  tax  increase,  and  it  would  have 
the  desirahie  eff  ca  ol  reduaac  the  lacen- 
tivc  to  laie  so  muca  ol  uieone  m  the  form 
of  icaareus  heaiih-ioswaaee  pouoet.  Al- 
thouca  the  appocanoa  ot  the  eneriy  tax  to 
time  used  m  hiinf  ts.  m  ray  opuiHa. 
a  motatc.  one  can  easily  ar|ut  thai  the 
eneriy  tax  as  applied  to  ctmumen  would 
have  food  mccoove  effects.  'The  propoaed 
iiiiuuutiit  tax  credit  ts.  I  suppose,  a  tax 
cut.  but  II  u  not  at  all  dear  that  its  uiceB- 
tlve  rtects  are  gdod. 

Bxpeaduure  cuts  also  have  incemrre 
effects,  some  food  aad  same  bad.  Win  the 
prapoied  cmilulB  oa  doctors'  fees,  part  ol 
the  expeoditurt-cuiiaf  procrain.  have 
IQOd  or  bad  laceotrre  effects?  I  doat 
kaow.  One  caa  easily  imagine  doctors 
havBf  ao  inceoavt  to  prcacnbe  more  pn>- 
cattvaa.  il  the  prse  per  procediae  is  cur- 
tattad.  and  that  would  proaahlT  be  a  bad 
nil  swill  etf act.  On  ttw other  baad.  eeoDO' 
mMs  have  beea  ai|uiiif  tar  decabca.  cor- 
rectly. I  bell^v.  that  '^""'*f  luvci uineat 
ripeedma-es  for  farm  prKe  supports 
have  bentfcial  iraenilye  effecta. 


\nd  I  suppose  or  nope,  ihat  increisine 
expenditures  to  improve  rieid  Stan  wouia 
mprove  incentives 

Surely  *e  snouia  iook  at  me  mcentue 
i?ffe«s  of  wnat  me  <ovemment  does  But 
.1  IS  unrealistic  to  sian  wiin  the  presump- 
lion  mat  tax  increases  nave  worse  incrn 
live  effects  man  expenditure  cuts  without 
reference  to  me  particular  taxes  ana  ex 
penditures. 

The  most  general  ^xjument  is  mat  we 
should  oppose  tax  increases  and  favor  ev 
penditure  cuts  because  oif  p;vemmeni  is 
a  bad  thmg.  1  don  i  suppose  many  people 
really  believe  mat  wiih  respect  to  ail  tunc 
tioos  ol  (t^vemment.  but  I  do  not  want  to 
enter  that  arfuroeni  here  It  is  relevant, 
however.  lo  asa  whether  total  expenditure 
1$  the  prtjper  measure  of  what  we  ler 
about  big  government,  especially  if  ( 
don  t  know  wnat  an  expenditure  is  a  ,i 
ihe  government  be  Digger  and  more  dan- 
gerous If  we  call  me  laiatioo  of  Social  Se- 
curity benefits  a  lai  increase  rather  man 
aa  expenditure  cut?  Surely  not.  Is  the  gov- 
ernment bigger  and  more  oangeriTus 
wtiaa  It  IS  spending  S2D0  biUioo  a  year  for 
laiarect  on  the  dent  than  H  years  ^go 
when  It  wu  spending  UO  bllUoo.'  .Not  on 
that  account 

I  would  offer  me  propoaition  mat  ihe 
sue  of  government  and  its  danger  are 
muce  bener  measured  by  the  ctiancur  of 
what  It  does,  and  especially  by  the  selec- 
tivity of  what  It  does,  than  by  me  aggre- 
gate oumoen  in  ine  budget. 

The  government  can  collect  hundreds 
ol  billions  through  a  broad-basco.  general 
income  tax  with  iitue  disurtion  of  me 
economy  or  power  over  indivMuau.  But  it 
can  be  muca  more  dangerous  if  it  collects 
less  itifloey  in  a  system  with  preferences 
for  the  otl  industry  and  the  real  estate  in- 
dustry, and  the  forestry  industry  jna 
small  business,  etc.  It  can  more  saleiv 
spend  hundreds  ol  billloos  ol  doiun  in  So- 
cial Secunry  benefiu  than  it  can  spend  S211 
billloa  10  highway  hmds  that  it  wiU  award 
at  Its  discretion  to  panicular  areas  and 
contractors.  Those  concerned  about  me 
sua  ol  govemmcni  sfkould  try  to  appiy 
more  sopnisucaied  analysis  than  repeii 
tioa  ol  the  budget  totals. 
WlMTClSUBd 

I  would  Uke  it  posaiMe  to  avoid  being 
labeled  a  supporter  of  aU  tax  increases 
aad  ceemy  of  ali  expenditure  cuts.  I  do  not 
Ilk*  some  of  Mr.  Olnton  s  tax  increases  1 
oppoae  raising  the  corporate  profits  tax 
and  the  application  of  the  energy  lai  lo 
business  use.  1  regard  the  turctiarre  en 
quartar-milllonaires  as  offensive,  dema- 
gogic bravura.  But  1  would  favor  an  en- 
ergy tax  applied  to  consumen  at  a  nigner 
rata  and  capping  me  deduccbuirv  of 
heeoa  umrance  benefits.  On  the  expendi- 
ture nde.  I  would  be  for  a  nioetantial  cui 
10  the  Medtcare  tuhudy  I  am  sxepiicai  of 
the  bnde  s  bouquet  ol  invcstmeni  give- 
aways thai  the  president  lossed  lo  ihc 
heenng  Congress  oo  Feb.  17. 

But  my  main  pouu  u  not  about  sucn 
ihmgs.  I  am  tryinf  u  urge  constoenuan 
of  the  realiues  ol  the  budget  proposal 
raitar  thaa  pamsao  naraagues  exau- 
stvety  coanstiBg  ol  smhboteths. 


A  ytorav  cAoirsMa  of  tMt  praidmi  j 
canal  al  flinr^n  iidixarrs.  .tfr  Sfrre  u 
oa  Aamxoa  ^dtrprat  hanoiu  inleie. 
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IMPERATIVES 

flv  Herbert  Stem 


The  need  lo  stop  (he  disintegration  of  budget 
policy  and  the  opponunity  to  do  so  are  both 
greater  than  at  any  time  in  many  years.  If  this 
opportunity  is  not  taken  now.  it  will  not  soon 
come  again.  We  will  dnft  farther  and  fanher 
from  a  desirable  path,  and  the  effon  to  get 
onto  the  path  wiU  be  more  difficult  and  poien- 
daily  disruptive. 

The  weakening  of  budget  disapUnc  has.  as 
nearly  aiJ  A/nencans  acknowledge,  been  goutg 
on  for  some  tune  (see  boi  page  eight),  and  it 
has  resisted  numerous  efforts  at  correctioo.  We 
have  abandoned  the  rule  of  the  balanced  bud- 
get, which  I  used  to  caU  'the  old-tune  rebgioiL' 
but  we  have  put  nothing  in  its  place.  In  renurki 
I  made  in  1%7. 1  noted  what  I  thought  the 
long-term  consequences  of  thts  development 
would  be. 

One  w  uld  expect  that  if  Tiscal  decisions 
are  free    of    /erall  restraints  within  some 
range,  i   .*  d^  .tsions  wUl  gradually  move  to  the 
edge  of  (be  range  where  expenditures  are 
high,  taxes  are  low.  and  the  defiot  a  big. 
Decisions  wiU  be  dominated  by  the  potiQ- 
cai  attr^cuveness  of  Laxing  less  and 
spending  more  until  the  dcfkit 
reaches  the  size  that  the  pub- 
lic considers  shocking  or  un- 
til the  economy  re«cfaes  the 
rate  of  inflation  that  the  coun- 
try finds  intolerable.  These  arc 
both  moving  hmits.  mainly  (nat- 
ters of  habituation,  so  one 
could  visualize  continu- 
ously growing  defiats 


and  inflation  as  the  result  of  ihe  proce 
Or  monetarv  restraint  might  noi  perm 
endless  inflation,  so  this  curb  on  nsine 
defiats  would  not  eust.  but  the  conse 
quences  of  the  defiats  would  still  be  \e 
in  the  absorption  of  pnvate  saving  to  i 
nance  public  spending  and  the  conse 
quent  restraint  of  pnvaie  investment 

This  forecast  has  surely  come  iruc 
The  defiats  have  nsen  to  levels  that 
would  once  have  been  shocking.  Bui  \t 
public  s  perception  of  what  is  a  shock- 
ingly large  defiat  has  nsen  too.  so  we  j 
always  shocked  somewhat  but  never 
enough  to  prevent  a  funher  nsc  of  the 
deficit,  which  accustoms  us  to  a  funher 
nse.  and  so  on.  Monetarv  restraint  has 
been  suffiaeni  to  prevent  the  rate  of  m 
flation  from  acceleratmg.  although  not 
stabilize  the  price  level  We  now  think 
that  an  inflation  rate  of  3  percent  per 
year,  doubling  the  pnce  level  in  Zi  vea: 
IS  pnce  stabilitv  Perhaps  more  impor 
tant.  the  defiot  has  become  a  Mgnificar 
drain  on  pnvaie  saving,  and  therebv  or. 
private  investment,  contnbuiing  to  the 
dreary  prospea  for  income  growrh  thai 
now  confronts  the  nation 

The  Reagan-Bush  expenence 
contnbuted  much  to  this  disintegratioi 
of  fiscal  policy  It  was  m  this  penod. 
of  course,  that  we  became  habituated 
larger  and  larger  defiats  The  Reagan 
penod  wu  a  laboraiorv  demonsiratio 
of  the  ability  of  the  country  to  live  wu 
large  defiats  and  still  avoid  the  evils 
usually  forecast — accelerating  infiatio 
and/or  persistent  stagnation 

,  In  l<WO.  the  econ- 

omy did  run  into  troubl' 
^     and  manv  people  associ 
ated  It  wiih  the  deficit 
But  *e  didn  I  know 
whether  the  problem  w 
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ihai  the  deficti  wu  too  large  or  ibai  ii 
wu  icK)  small 

Before  the  Reagan  prestdenqr.  ii 
seemed  that  ihe  president  was  ibe 
guardian  oi  the  Use.  as  against  the  O'ce- 
spending.  tax<utimg  Congress  RonaJd 
Reagan  decided  m  1980  lo  give  up  that 
Sair  shin  approach  to  the  presidency  He 
«oukJ  make  a  big  tax  cut  the  centerpiece 
o(  his  poijcv  That  this  shift  in  the  role  o( 
Ihe  president  occiured  with  Ronald 
Reagan  wu  espeaaUv  significant  be- 
cause It  made  oven  what  had  previously 
been  lesA  obvious — ihat  the  atiactuneoi 
of  conservatives  to  balancing  the  budget 
was  onJv  slun-deep 

Tbc  Reagan-Bush  team  could  ooi 
make  a  forceful  case  against  budget 
de6au  Meat  e  thev  were  so  allergic  to 
taaes.  Ii    efi>    i  per  se  were  really  tem- 
Me.  ao  L  .rea-e  in  taxes  to  reduce  tte 
<lc6ai  might  be  ao  option,  but  ibey  could 
no«  admit  this.  So  the  Reagan-Bush  for- 
mulaixxi  of  the  fiscal  objective  was 
"(^601  rrducuon  through  restraint  of  ex- 
pnM±rlure&. '  This  was  not  econoaucailv 
logical  or  politicaUy  saleable.  There  ts  no 
general  difference  in  economx  effect  be- 
rwem  a  tax  uicrease  and  an  expei>dirure 
reduction  PanicuUr  tax  increases  have 
cffecu  that  w\ll  be  different  trora  particu- 
lar expenditure  reductions  (perhaps  bet- 
ter or  perhaps  worse  from  sottk  stand- 
point ).  but  nothing  valid  can  be  said 
aboio  that  without  speoficauoo  ot  the 
laxrs  and  the  expenditures.  Politically,  the 
proposiuon  was  not  saleable  because  it 
looked  like  insistence  on  reducing  the 
Jcfkn  bv  cutting  the  benefits  of  the  poor 
and  the  middle  dass  while  protecting  ibe 
nch  &om  shanng  the  pain  as  ihey  would  if 
(axes  were  raised. 

Congress  shares  the  blame  for  the  degra- 
dation of  budget  policv  after  1980  But 
.rmponsible  fiscal  behavior  has  been  a 
ensue  of  Congress  for  a  long 


Til*  dclifilf  have  risen  lo 
levels  Ikal  wa«M  emc  have  been 

shaikiiig.  lul  Ihe  public's 
perfeplien  of  what  is  a  shetkinsly 

large  dclicil  has  risea  tea, 

.'  so  we  are  always  ihoiked  some- 

whal  but  never  enough  to  prevent 

a  further  rise  of  the  dcfiiit.... 


tune.  What  happcocd  after  1980  was  that 
the  president  suned  behavug  uke  the 
CoogresL  Thau  however,  is  water  over 
the  dam.  Where  are  we  now"* 

1.  The  budget  defiat  for  this  year, 
fiscal  1993.  wiU  be  the  largest  ever. 

2.  Although  there  is  the  prospect 
thai  even  with  present  polices  the  de6at 
wUl  decline  for  a  year  or  fwo.  the  best  es- 
timates are  that  the  defiat  will  rise  agam 
thereafter  and  s^thout  strong  measures 
will  become  much  larger  relauve  to  GOr 
than  It  IS  now  The  idea  that  econotnic 
growth,  reductions  of  defease  speixl 
mg.  and  the  end  of  the  sAl 
bailout  would  solve  the  defiat 
problem  has  faded. 

3  Although  balancing  the 
budget  now  seems  impossi 
biy  rereofe.  ii  reuins  ap- 
peal for  manv  people. 
The  positive  response  10 
Rc^  Perot  is  some  evi 
deoce  that  the  appeal 
remains  if  the 
promise  is  taken  to 
be  sincere.  Mr. 
Perot  s  apparent 
willingness  10 
specify  and 
suppon 
painful 
mea- 


sures to  reduce  the  budget  defiat  at- 
tracted many  people  to  him.  whereas 
Mr  Bush  s  attempt  to  exploit  the  senti- 
ment for  balancing  the  budget  bv  calling 
for  a  corutiiuiional  amendment  wu  un- 
persuasive  S4r  Bush  had  not  supponed 
visible  or  strong  measures  to  eliminate 
the  deficit,  so  his  suppon  for  the  amend- 
ment was  seen  to  be  hvpocntical 

4  We  seem  to  be  groping  our  wav  to 
a  belter  understanding  of  .he  economic 
signifkance  of  large,  contuiued  budget 
defiais.  There  is  no  longer  much  talk 
about  the  inOationary  consequences  of 
such  deficits  or  about  the  obstacle  thev 
poae  to  the  achievement  of  high  employ- 
menL  The  defiats  are  seen  as  a  cniicai  el- 
ement in  the  choice  between  present  con- 
suniptioQ  and  future  mcome — sometimes 
called  the  iniergenerational  equity  prob- 
lem. This  IS  not  a  new  vtew  of  the  signifi- 
caoce  of  defiots.  mdeed.  it  is  very  old.  But 
It  ts  more  recognized  among  those  who 
make  luuonal  decuioos  and  inOuence 
opinion  than  it  has  been  for  a  long  time. 

We  are.  however,  still  a  long  way 
trom  knowing  jusi  how  10  translate  that 
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view  into  policy  We  don  i  know  what 
measure  of  the  deficil  is  mosi  relevant 
from  ihis  standpoint,  how  lo  calculate 
ihe  quantitative  trade -of*  between  pre- 
sent deficits  and  future  national  income, 
and  how  to  gel  such  calculations  taken 
into  consideration. 

5  The  new  preiideni  is  lesj  inhitMied 
about  raismg  tarn  because  of  pnor  com- 
mitments or  ideology  and.  therefore,  has 
more  nexibibtv  to  develop  a  package  of 
measures  to  redtjce  the  defiat. 

6  For  the  first  time  in  12  years,  we 
have  a  president  and  a  Congress  of  the 
same  parry,  and  it  may  be  the  first  time 
in  24  years  that  we  have  a  Congress  in- 
clined to  follow  the  president's  lead. 

TIm  Cllatoa  BiMigs*  Ptaa 

The  econonuc  program  submitted  by 
President  Clinton  on  February  17  is 
probably  the  most  far-reaching  eflon 
ever  made  by  a  president  to  control  the 
budget  defiat.  SuU.  m  the  light  of  the 
challenge  and  the  opportunity  faang  hun 
and  the  country,  it  is  disappointuig: 

■  The  proposed  denai  reducuon  a 
much  too  snuU.  Even  on  its  own  terms  it 
would  leave  a  large  defiai  in  1997  and. 
more  imporunt.  the  deficil  would  be  ru- 
ing thereafter.  The  defidt-rediiction  goal 
lor  1997  IS  arbitrary  It  provides  no  basis 
on  which  to  stand  and  resisi  the  in- 
evitable lemputions  to  whittle  the  re- 
duction down  still  further.  The  progrmin 
would  have  been  mofe  defensible  i(  il 
had  taken  as  its  goal  reduction  o(  the 
defiat  to  zero,  even  if  that  had  to  be  ac- 
complished over  su  or  eight  yean. 

■  The  program  does  not  take  ad- 
vantage of  some  of  the  most  reasonable 
options  for  reducing  the  defiat  sutntan- 
tially  These  include  reduang  the  federal 
subsidv  for  Medicare,  linuiing  or  elimi- 
nating the  exclusion  of  fnnge  bencfia 
from  laiable  income,  and  cutting  expen- 
ditures more  sharply  for  the  space  sta- 
tion, for  the  supercollider,  and  for  farm 
pnce  supports.  The  energy  tax.  the 
broad-based  levy  that  almost  ail  would 


Th«  Puritan  EHilc  and  Mm  Economic  Calculus 


Somtont.  il  may  ha»«  betn  Abnhtin 
Uncotn.  laid  that  if  w«  Imtw  beflft  •Iwii 
»•  h«v«  bwii  ind  wtttn  w«  an.  ••  waM 
kiio»  bentt  how  to  pracntf.  l  tlm*  of  that 
rn  com^ttiun  w»Wi  ttit  dao4iOf»  ttial  nff» 
hax  to  b*  m<d<  aAout  itM  Itdaral  budget 

Rummaqinq  ttnvuqh  my  old  fitai  w 
cartty.  I  came  «ct«s  a  ipmOi  ttwt  i  q*f9  m 
May  i^af  in  wt»ch  1  mn  'o  apinua  t>ua<)«t 
policy  I  Ixtatv*  itiat  ihcM  irmaits  tit  uf 
gBtiv«  of  wtwit  w«  Mv«  bMK  and  •»«<•  •« 
tn.  In  my  t^7  ipaa*.  louitmodthiieiu^ti 
in  tto  hntory  o|  budqr  potacy.  u  folloM: 
■  TTit  Ubaratlon  o(  bud««  poUqr  In 
ifQ.  Herbert  »oov«t  i  bwl^r  pol«y  m  the 
depTfssion  had  been  tnhitwttd  by  me  gold 
itandard  and  by  tt>t  tact  of  cooptntion 
fram  m«  f«d««l  taserxr-  to  e<*t  cXanqed 
mat.  He  loot  the coun      o^    oldaiidtoo* 
comrtf  ofttiemonetai.  lyltk.niottiathe 
did  not  have  to  fiai  mat  even  laiqe  tadqel 
dcflott  »ouid  hav*  unwarned  monfUty 
conHQuenccL  niis  dianqe  wac  pemwoivc 
11  fned  me  budqei  Irom  pnv  cw- 
itranm.  but  It  did  not  say  wtiat  budget  pol- 
<yinouldbc 

•  nie  opauaal.  b«9imi(ii9  In  >n«.  of  a 
policy  of  tryinf  to  manaft  the  biidfel  to 
campenaat*  (or  lluettiatlam  of  Ita  aoOT- 
oaiy.  n>«  new  9uv«iiiin«ni  policy  »ai  'o 
lake  poaiiive  fiscal  action  >o  adiievt  hill 
employmefit.  with  the  teal*  o(  the  action 
be<n9  (leiible  and  dipmdinq  on  itie  ex- 
paetad  state  of  ttie  economy  !*•  step  «a« 
a  leipome  to  iiie  w-ldfli*  ipnad  o)  uyne- 
iiamtm  and  was  prtcipitatad  by  the  t^v 

recession. 

■  The  deoianlcatwi  of  flaCBl  paiey  HI 

tfte  yean  i^r  to  f*A«.  nin  was  an  attempt 
to  estaWisn  wmt  iMlei  of  budget  po*«y  u 
laftquards  4i|aintt  tt^  dangen  iiiliiiini  m 
unconstrained  functional  finance.  One  of 
these  was  mat  trying  to  adapt  fncal  polcy 
10  new  lotecaits  of  changa  in  me  «coi>- 
omy— «»ui  was  later  called  ■(""  lunmq'- 
wouid  turn  owl  to  be  dcftabililinq  ratnar 
than  stabiluing.  because  of  tte  umeltability 


of  fconomic  forecaitl  anoitier  w*i  that  me 
new  policy.  **  implemenicd  in  thf  political 
process,  would  unaermin*  the  disciplint  ot 
rt^uirinq  cvpenditurn  10  b«  maichcd  by 
laxcs  as  a  result  ratMnoiium  and  deticits 
would  nsa  ricnsivtiy  wiin  damaging  li- 
fters upon  growth  in  iht  long  run 

Tht  rult  mat  tmtrgtd  wal  Itui  laxts 

ihould  be  nigh  tnough  vo  thai  mtv  wouid 
balanct  Iht  budgtt  oi  vitid  a  modtralt  sur- 
plus whtn  Tht  tcor^my  was  optraiir^  al 
high  tmploymeni    this  would  Itavt  room  tor 
deficits  when  tht  economy  wai  in  rtctssion 
but  would  rtsrrain  rht  long-run  rise  ot 
spending  ar^  dtlicits   *  basic  part  ot  rht 
argumtnt  for  rhii  policy  wai  thai  itit  r^onon 
of  balarKif^  tht  budgti  itill  had  emotional 
appeal  m  the  country  and  t'\at  a  rule  invot- 
ing  tfsat  notion,  even  in  the  waitrtd-down 
(oftn  of  balarKir^g  al  high  tmpiovmtni 
ffligtti  rtsist  political  pressurvs  T>it  fiscal 
policies  of  ttH  iiiennower  and  Ktnntdv  ad- 
rniiMsnaiKms  conformed  'o  mri  hind  of  n*it 
when  I  madt  my  speech  .n  '9«r  (mrtt 
years  after  the  atnntdy-iohnson  tat  cut) 
It  seemed  to  me  that  wt  wt*t  oaiung  out 
of  tht  tra  of  tvtn  this  waitrtd-down  bud- 
get rule  Tht  tconomists  of  that  timt  be- 
lieved that  the  rult  unduly  iimirtd  thtir 
ability  10  managt  tht  tconomv   waittr 
HtlltT.  Prtsidtni  ttnntdy  1  tconomic  ad- 
viser, dismissed  the  baianctd-budgtt  ruit 
u  a  'Puntan  tihic   *at  soon  tt  mt  'ult 
began  to  bind,  the  lohmon  *dm>ntittation 
abandoned  it  lui  tht  Cor^grtss  *na  other 
activt  torcts  in  tht  country  wtrt  "Ot  prt- 
pared  to  havt  thtir  fiscal  dtcit-ons  dic- 
tattd  by  tconomttric  caicuiat.ons  from  int 
CourKil  ot  (COt^mic  advistrs 

Sewtwertitfl  asitaidntat   w.m 
'the  tpecier  of  dmnitgraiion  of  fiscal  ooi- 
<y  .   n  IS  not  simply  that  wt  r^**  aban- 
doned what  litTIt  was  itft  of  Budgf  -  bal- 
ancing, but  that  wt  ha*t  abanoor^td  ■! 
wittlout  having  acctpttd  *n»triir^  ■»  'is 
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pay.  could  have  been  imposed  ii  a  higher 
rate  >*iihoui  a  severe  burden  on  anvone. 

■  The  proposed  increase  in  the  rate 
of  corporate  proHis  tax.  from  »  percent 
to  36  percent,  only  increases  the  inequiiv 
that  results  Irom  the  doubleiaution  of 
corporate  proOts  and  would  be  an  obsta- 
cle to  the  growth  of  invesiinent — one  of 
the  mam  goals  of  the  program 

■  The  applicaiion  of  the  proposed 
energy  tax  to  the  use  o<  energy  by  busi- 
nesses will  also  deter  investment,  be- 
cause production  that  uses  much  capital 
terids  also  to  toe  much  energy  Taxing 
energy  used  by  business  will  dnvc  en- 
ergy-intensive production — such  as  alu- 
minum smelting— out  of  the  country. 

■  The  investment  credit  would  be 
highly  drscnminatory  among  different 
kinds  of  capital — depending  on  their  dura- 
bililv.  and  among  different  husineisifs 
depending  on  their  ht*  wy    "he  result  a  as 
likely  to  be  a  loss  o(  e     x    y  as  a  gaia 

■  The  program  l  doned  with  Utile 
giveaways,  like  tax  breaks  and  soft  loaiB 
for  smail  business,  and  supports  for  par- 
ticular ventures,  like  a  high-speed  tram, 
that  uiKtennine  the  notion  o(  a  siera  and 
comprehensive  effon  to  deal  with  a  na- 
tional problem.  In  sum.  these  giveaways 
will  cost  tens  of  billions  of  dollan.  Most 
o<  them  could  be  properly  described  as 
"investmeniv"  which  is  how  the  prest- 
dent  describes  them.  Bui  many  of  these 
are  urJikely  to  be  as  productive  as  the 
pnvate  investments  that  would  result  if 
the  same  amount  of  money  were  devoted 
to  deriai  reditcuon.  In  geaeral.  the  strat- 
egy of  the  adminmraiion  shows  a  prefer- 
ence for  government  investment  or  gov- 
emmeniHiirrcied  investment  over 
market -detenniiicd  pnvate  investment 
that  IS  un|usiiricd  by  our  expenenoe. 

■  The  selhng  of  the  program  to  the 
American  public  is  heavily  based  on  the 
notion  ihai  the  more  progressive  the  tax 
system  ts.  the  fairer  it  a.  That  a  not  otily 
a  simple  mintled  new  of  fairness,  it  is 
also  a  dead  end  for  budget  policy.  It 
nneans  ihat  when  the  economic  limits  of 
taxing  the  nch  are  reached  there  is  no 


possibilitv  of  getting  more  revenue  Irom 
the  middle  class,  because  ihai  would  re- 
duce progressivity  In  fact,  this  probably 
limiu  Mr.  Ginton  s  present  program.  He 
cannot  put  more  burdens  on  the  middle 
class  without  putting  much  more  burden 
on  the  nch.  and  he  recognizes  that  he 
must  be  close  to  the  point  at  which  more 
taxation  of  the  nch  a  counterproductive. 

But — and  this  is  a  big  but — the 
Clinton  plan  is  the  only  dencit-reduc- 
tion  plan  that  has  a  chance  of  being 
adopted.  Some  people,  including  lead- 


The  selling  of  the  program  le 

the  Amerlion  publii  is  heavily 

based  on  the  notion  thot  the 

more  progressinc  the  loi  system 

is,  the  fairer  it  is.  That  is  not 

only  a  simple-minded  view 

of  fairness,  it  is«lsa  a  dead 

end  for  budget  policy. 


ing  Republicanv  will  say  that  they  have 
an  allemaiive  plan.  Thai  plan  is  to  cut 
expenditures  much  more  sharply  than 
Mr.  Ointofl  proposes  to  do  But  this 
plan  IS  always  dcscnbed  in  general 
terms.  It  never  spcarics  the  panicular 
large  expenditures  that  are  to  be  cut. 
The  fact  is  that  the  proponents  of  such 
plans  have  no  more  stomach  than  Mr 
Oinion  does  for  attacking  the  large 
mHMIc<la!S  benefits  that  are  the 
essence  of  ihe  budget  problem. 

This  ludgment  may  be  too  pes- 
simistic. Some  leadership  may  arise  on 
the  Republican  side  of  the  Congress  that 
would  push  for  ugnificani  specific  expen- 
diture cuts  And  if  thai  happens,  the 
president,  given  political  cover  by  Re- 
publican suppon.  mav  accept  and  possi- 
blv  even  welcome  the  cuts  In  that  case 


we  could  gel  a  better  protram  man  the 
one  the  president  has  proposed 

But  at  present  there  is  no  sign  of 
such  a  development-  There  is  no*  little 
chance  of  getting  a  bigger  deficit  reOuc- 
tion  package  than  Mr  Clinton  s.  or  e\en 
one  just  as  large  but  wiih  a  better  compo- 
sition. But  there  is  everv  chance  to  defeat 
Mr.  Cinton  s  package  Prcoselv  those  el- 
ements of  the  program  ihat  coninbute 
most  to  reduction  of  the  deficit  will  be 
most  vulnerable,  because  thev  are  most 
painful  to  most  people  Advocates  lor  the 
elderly  wiU  be  resisting  the  increased  tax- 
ation of  sooal  secuntv  benefits  All  kinas 
of  users  and  suppliers  will  be  resisting  tritr 
energy  tax.  Unless  some  forces  in  the 
country  and  in  the  Congress  are  suffi- 
cteniiy  concerned  about  ihc  deficit  to 
support  these  proposals  of  the  presi- 
dent— however  much  thev  mav  dislike 
other  pans  of  the  package— ihe  whole 
denai-reduang  effon  could  collapse 

If  this  effon  fails  we  will  probabu 
not  see  another  one  for  some  time.  The 
lesson  wiU  be  that  the  svstem  reiects  e\cn 
a  cautious  attempt  by  a  president  to  eier 
CISC  fiscal  responsibilitv  and  make  a  few 
lough  decisions.  And  the  public  will  have 
learned  again  that  no  one  reallv  cares  ana 
that  all  the  talk  about  the  national  inter- 
est  in  reduang  the  defiai  is  onlv  a  cover 
for  tlie  struggle  of  evenone  to  get  his 

But  if  the  present  effon  succeeds 
tiscre  will  have  been  a  demonstration  ot 
the  willingness  of  the  Congress  and  the 
publK  to  accept  some  sacnfice  Some  oi 
Ihc  untouchables  on  both  the  eipendi- 
turc  and  the  revenue  side  of  the  budget 
will  be  seen  not  to  ha-e  been  so  un- 
toiKhable.  Discussion  of  future  steps  lo 
reduce  the  tiefioi  can  resume  m  a  less 
demagtTgic  and  emottonalK  charged  at- 
mosphere In  that  case  wc  mas  xet  sav 
iliat  1993  was  a  turning  point  awav  from 
the  disintegration  of  budget  pohcs  that 
has  been  going  on  for  i tie  past  15  sears 
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Prepared  Statement  of  Senator  Malcolm  Wallop 

Thank  you  Mr.  Chairman  for  holding  this  very  important  hearing,  and  thank  you 
Mr.  Bentsen  for  appearing  before  us  to  discuss  the  president's  package.  It  is  nice 
to  be  back  on  the  committee. 

Mr.  Chairman,  this  hearing  begins  the  review  of  two  of  the  most  important  cam- 
peiign  promises  of  the  CUnton  administration — to  reduce  the  federal  deficit  in  half 
over  four  years  and  to  provide  middle-class  families  $60  billion  in  tax  relief.  The 
program  we  are  considering  today  is  vastly  different  from  that  promised  in  "putting 
people  first."  Instead  of  reoucing  federal  spending,  we  are  off  on  a  new  direction  in- 
creasing domestic  spending  by  $13  bilUon  over  the  next  four  years.  Instead  of  mid- 
dle class  t£ix  relief,  we  are  increasing  taxes  on  everyone  whose  gross  annual  wealth 
exceeds  $30,000. 

I  have  some  serious  reservations  about  the  president's  plan.  It  lacks  permanent, 
real  cuts  in  federal  spending  that  are  absolutely  necessary  if  we  are  to  reduce  the 
federal  deficit.  I  will  repeat  the  obvious — although  Clinton  promised  during  the 
democratic  convention  that  he  was  a  "new  kind  of  democrat,"  the  plan  that  he  has 

§  resented  to  the  American  people  clearly  reflects  the  "tax  and  spend"  poUcies  of  old 
emocrats.  It  does  not  require  perfect  vision  to  realize  that  this  plan  does  not  reduce 
the  deficit — that  the  new  taxes  will  be  devoted  to  new  federal  spending  on  an  "in- 
vestment" program. 

Two  short  weeks  ago,  Mr.  Clinton,  himself,  stated  at  the  Detroit  town  meeting 
that  deficit  reduction  means  "we  have  more  of  your  tax  money  to  spend  on  the  edu- 
cation of  your  children  or  on  developing  new  jobs,  or  on  health  care."  Since  when 
is  spending  synonymous  with  deficit  reduction?  This  is  certainly  a  new  definition — 
along  the  same  lines  as  "spending"  meaning  "investment"  and  more  "taxes"  meaning 
"contributions."  I  simply  oo  not  imderstana  how  the  lack  of  serious  spending  reduc- 
tions coupled  with  dramatic  tax  increases  will  create  jobs  and  stimulate  the  econ- 
omy. 

While  I  am  extremely  disturbed  by  the  President's  package,  I  would  like  to  focus 
specifically  on  two  tax  proposals  that  will  hit  Wyoming  constituents  especially 
hard — ^the  increase  in  indiviaual  income  tax  rates  and  the  BTU  energy  tax.  Both  of 
these  taxes  are  likely  to  have  a  negative  impact  on  Wyoming's  economy  at  a  time 
when  we  can  iU-afford  it. 

First,  a  5-percent  increase  in  individual  income  tax  rates,  fi-om  31  percent  to  36 

gercent  for  many  individual  taxpayers,  along  with  increased  energy  costs  from  the 
TU  tax,  will  no  doubt  hurt  small  businesses.  As  you  know,  eight  out  of  ten  small 
businesses  pay  taxes  as  individuals,  so  an  increase  in  individual  rates  will  effec- 
tively raise  taxes  on  millions  of  small  businesses  and  family  farms.  These  two 
CToups  are  the  backbone  of  Wyoming's  economy.  President  Clinton  has  spoken  about 
uie  unportant  role  small  businesses  play  in  creating  new  jobs  and  stimulating  eco- 
nomic growth,  and  has  proposed  a  permanent  investment  tax  credit  and  a  targeted 
capital  gains  tax  cut.  Yet,  the  very  benefits  achieved  by  these  tax  incentives  are  ne- 
gated by  the  increased  rates.  How  can  small  businesses  be  expected  to  invest  in  the 
economy  when  the  revenues  earned  will  be  subject  to  more  tax?  this  is  not  a  tax 
on  the  rich,  it  is  a  tax  on  economic  growth  and  middle  America.  At  the  very  least 
we  should  be  decreasing  the  pajrroll  taxes  which  impact  the  costs  to  small  business 
not  adding  to  their  burden. 

Second,  I  have  just  come  from  an  Energy  Committee  hearing  on  energy  taxes 
where  we  were  able  to  take  a  closer  look  under  the  hood  of  the  administration's 
shiny  new  car.  My  colleagues  on  this  committee  may  recall  that  my  opposition  to 
energy  taxes  goes  way  back  and  nothing  has  happened  lately  to  change  my  mind. 
It  simply  doesn't  make  any  economic  sense. 

Like  the  increased  tax  burden  on  small  business,  the  BTU — that's  defined  as 
"Bill's  taxing  unit" — tax  will  have  a  devastating  impact  on  Wyoming  and  all  of  rural 
America.  On  a  per  capita  basis,  Wyoming  will  be  the  hardest  hit  by  the  BTU  tax 
than  any  other  state.  And  don't  think  that  consumers  won't  feel  the  impact  of  this 
tax.  Because  distances  from  town  to  town,  job  to  home,  neighbor  to  neighbor  are  tre- 
mendous in  my  high  plans  state,  the  energy  tax  will  be  a  special  burden  on  the  mo- 
bility of  the  people  of  Wyoming.  It  appears  to  me  that  the  net  result  of  the  new 
taxes  and  new  spending  will  be  to  fiuther  burden  low  and  middle  income  Ameri- 
cans— those  people  who  were  told  the  President  was  putting  first.  Last  Congress  the 
Energy  Committee  fashioned  a  comprehensive  national  energy  strategy.  This  policy 
relies  on  the  marketplace  to  establish  energy  prices  amd  energjy  uses  related  to  envi- 
ronmental requirements.  The  administration  s  BTU  proposal  would  only  serve  to 
distort  this  strategy  before  it  has  had  an  opportunity  to  be  of  any  benefit. 

Mr.  Chairman,  we  must  enact  real  spending  cuts  before  we  consider  any  tax  in- 
creases. I  look  forward  to  pursuing  these  and  other  questions  with  the  Secretary 
today.  I  agree  with  many  oi  my  democrat  colleagues  that  this  program  must  under- 
go a  transformation  before  it  can  become  law. 
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Prepared  Siatement  of  John  P.  White 

Good  morning,  Mr.  Chairman,  Members  of  the  Committee. 

It  is  a  privilege  to  be  here,  and  I  want  to  thank  you  for  the  opportunity  to  testify. 

As  a  society  we  face  great  opportunities.  The  Cold  War  is  ^ver;  we  live  in  a  truly 
global  economy;  continuing  improvements  in  technology  offer  v^  'e  t  benefits  to  mankind; 
and  we  in  the  U.S.  are  positioned  as  the  wealthiest  economy  as  well  as  the  most 
powerful  country  in  the  world. 

Paradoxically,  we  face  a  set  of  fundamental  problems  that  must  be  dealt  with 
now  because  we  are  threatened  with  long  term  economic  decline.  With  that  decline,  we 
would  lose  our  leadership.   But  more  importantly,  I  am  concerned  that  if  we  do  not  solve 
our  problems  we  will  be  the  first  generation  in  the  history  of  the  Republic  to  leave  this 
country  worse  off  economically  than  when  it  became  our  responsibility. 

Today,  my  emphasis  is  not  on  the  U.S.  as  a  world  leader,  but  on  you  and  me  as 
good  ancestors.  At  the  rate  we  are  going,  our  children  and  grandchildren  will  be  left  to 
live  below  their  own  capabilities  in  order  to  pay  for  our  excesses.  The  American  people 
recognize  this  inequity  and  are  prepared  to  do  their  part  to  redress  it.  Having 
participated  in  the  presidential  election  campaign,  first  with  Ross  Perot  and  then  in 
support  of  the  President,  I  am  convinced  that  while  the  campaign  rhetoric  emphasized 
the  immediate  economic  situation  and  the  need  for  campaign  and  government  reform, 
much  of  what  was  really  being  voted  on  was  the  need  to  change  the  economic 
fundamentals  that  we  are  here  to  talk  about  today. 

I  will  not  spend  any  time  on  the  important  institutional  problems  facing  us  such  as 
education,  health  care,  trade  agreements  and  government  inefficiencies,  but  rather, 
want  to  focus  on  the  underlying  economics  .  The  most  important  of  these  is 
productivity.  We  experienced  productivity  growth  between  1947  and  1973  of  about 
1.9  percent  a  year;  from  1973  to  1992  it  was  only  about  0.7  percent  per  year.  Real 
wages,  which  are  directly  related  to  productivity,  are  actually  lower  today  than  they  were 
in  1970.  It  is  no  wonder  that  people  think  they  pay  too  much  in  taxes.  And  our  saving 
rates  are  down  around  a  pitiful  2  percent  net  with  the  deficit  eating    vo-thirds  of  all 
private  savings.  Our  investments  have  shown  secular  decline.  Frcn  1980  to  1989,  the 
average  annual  growth  rates  were  4.5  percent  of  GDP  for  the  United  States,  8  percent 
for  Germany  and  16  percent  for  Japan.  And  our  long  term  economic  growth  (1965- 
1989)  is  no  better;  2.8  percent  for  the  U.S.  and  5.5  percent  for  Japan. 

What  have  we  done  in  the  face  of  all  these  problems?  It  is  truly  astounding  but 
our  reaction  has  been  to  go  on  a  massive  spending  binge.  When  we  entered  the  1980s 

we  had  $1  trillion  dollars  in  outstanding  debt  and  now  we  have  $4  trillion  in  debt.  In 
fewer  than  fifteen  years,  we  have  moved  from  being  the  largest  creditor  country  in  the 
world  to  being  the  largest  debtor  country  in  the  world. 

Why  have  we  as  a  free  society  behaved  in  a  way  unprecedented  in  our  history? 
What  did  we  think  we  were  doing?  Is  it  purely  selfishness  and  greed?  Have  we  no 
concern  for  our  children,  for  preserving  our  legacy,  for  passing  on  the  American  dream? 

What  is  to  be  done?  I  suggest  that  we  do  what  we  as  a  society  have  done  before 
when  faced  with  such  challenges,  as  in  the  depression  and  as  in  the  post  WW  II  period. 
We  need  to  significantly  reform  and  restructure  many  of  our  dominant  institutions. 
Those  that  have  served  us  in  the  post  WW  II  period  will  not  carry  us  through  the  new 
challenges  of  a  global  economy.  As  deToqueville  said,  "I  am  tempted  to  believe  that 
what  we  call  necessary  institutions  are  no  more  than  institutions  to  which  we  have 
become  accustomed.  In  matters  of  social  constitution,  the  field  of  possibilities  is  much 
more  extensive  than  men  livir  )  i    their  various  societies  are  ready  to  imagine." 
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This  means  making  agonizing  choices  and,  yes,  certainly  some  sacrifices.  And  it 
means  making  them  now  for  future  generations.  But  I  would  argue  that  in  some  cases 
those  choices  are  largely  known.  Let  me  turn  to  today's  concerns:  economic  growth, 
productivity,  and  deficit  reduction. 

I  support  the  call  of  the  Competitiveness  Policy  Council  that  we  seek  a 
fundamental  tumaround  in  our  long  term  economic  situation  by  the  beginning  of  the  next 
century.  Achievement  of  such  a  goal  means  raising  national  productivity  growth  to  an 
annual  average  of  2  percent  and  achieving  annual  economic  growth  of  at  least  3  to 
3.5  percent.  An  effective  strategy  to  achieve  these  goals  has  many  elements,  and  we 
can  not  address  all  of  them  here.  But  we  do  know  that  an  underlying  problem  in  the 
decline  in  productivity  is  inadequate  investment.  If  we  are  to  increase  the  well  being  of 
our  citizens  we  must  increase  productivity  which  means  increasing  private  and  public 
investment.  By  raising  investment  by  4  to  6  percent  of  gross  domestic  product  (about 
$3CX)  billion  in  private  investment)  we  can  move  towards  these  goals. 

Of  course,  in  order  to  provide  more  investment,  we  must  provide  more  savings. 
That  is,  less  consumption.  The  decline  in  private  savings  has  been  a  puzzle  to  us  and 
we  have  been  unable  to  fashion  policies  to  correct  it.  But  we  do  know  what  to  do  about 
the  massive  public  spending  binge  that  I  spoke  of  earlier.  We  know  that  if  we  really  cut 
the  deficit  we  will  free  up  significant  amounts  of  resources  for  the  private  sector  which 
will  then  be  available  for  investment.  For  example,  the  deficit  is  running  at  some 
5  percent  of  GDP  and  yet,  if  we  could  have  that  $300  billion  in  actual  investments,  we 
would  be  a  significant  way  along  in  improving  our  productivity. 

Can  we  develop  an  effective  "jeficit  reduction  plan?  Yes. 

President  Clinton  has  presented  a  deficit  reduction  plan.  He  should  be 
applauded  for  his  political  courage,  for  his  skills  in  communicating  these  issues  to  the 
American  people,  for  the  specificity  of  his  plan  which  draws  the  fire  from  so  many 
special  interests  and,  most  importantly,  for  his  fundamental  leadership  in  presenting  a 
complete  plan  and  articulating  the  need  in  a  way  that  has  not  been  done  in  recent 
memory. 

The  President's  plan  is  an  outstanding  first  step  in  our  long  term  deficit  reduction 
efforts.  He  has  provided  us  with  a  great  opportunity.  We  seem  within  reach  of  enacting 
a  real  deficit  reduction  program  that  will  make  a  fundamental  difference  in  the  economic 
health  of  this  country. 

If  fully  implemented,  the  President's  plan  will  cut  the  deficit  from  5  percent  of 
GDP  to  2.5  percent  of  GDP  over  the  next  four  years.  It  will  increase  national  savings  by 
almost  3  percent  by  1997.  Consequently,  it  is  a  good  start  towards  our  productivity  and 
growth  goals. 

However,  the  Administration';  pian  does  not  go  far  enough.  We  should  drive  the 
deficit  to  at  least  zero,  if  not  a  surplus,  (at  full  employment)  within  the  next  eight  years. 
This  means  more  spending  cuts  and/or  tax  increases,  but  principally  spending  cuts. 

Further  cuts  are  required  because  we  need  more  resources  available  for 
investment  than  are  provided  by  the  Administration's  plan.  In  addition,  under  the 
Administration's  plan  the  total  national  debt  continues  to  grow  as  a  percentage  of 
national  income.  This  will  only  be  corrected  if  we  get  the  deficit  down  around 
$150  billion  per  year. 

There  is  also  the  issue  of  mix.  I  prefer  to  see  more  spending  cuts  than  tax 
increases.  Until  we  get  control  over  spending  in  a  real  sense,  we  will  not  have  satisfied 
the  requirement  for  long  term  deficit  reduction.  Without  major  spending  cuts  the  political 
process  has  not  come  to  grips  with  the  issue  of  curtailing  the  special  interests.  The 
current  budget  is  filled  with  special  interest  programs  in  terms  of  both  expenditures  and 
tax  relief  that  ought  to  be  corrected.  In  addition,  the  problem  will  not  be  solved  until 
entitlement  growth  is  under  control.  Sooner  or  later,  we  must  face  reality.  Entitlements 
must  be  controlled.  Controlling  entitlements  requires  means  testing  programs.  The 
President  is  to  be  applauded  for  his  proposed  taxes  on  Social  Security  beneficiaries  as 
a  bold,  first  step  in  this  direction. 
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The  President's  program  emphasizes  what  he  can  do  during  this  term,  which  is 
sensible.  However,  the  deficit  begins  to  grow  again  in  1998.  so  there  is  no  question  but 
that  we  will  need  to  do  more  unless  we  are  very  fortunate  in  other  regards. 
Consequently,  if  it  does  not  appear  politically  feasible  to  get  further  reductions  now,  I 
would  suggest  that  the  Administration  and  the  Congress  conduct  an  intensive  mid- 
course  review  some  time  toward  the  enH  of  the  initial  four  year  period.  This  review 
would  be  intended  to  not  only  look  at  th(   jeficit  but,  more  importantly,  at  the  key 
variables  such  as  productivity,  economic  growth,  changes  in  the  level  of  national 
investment  and  savings,  and  our  overall  competitiveness  in  the  world.  Such  a  review 
should  be  written  into  law. 

The  most  pernicious  aspect  of  our  current  situation  is  the  burdens  that  we  are 
placing  on  future  generations.  To  a  significant  extent,  this  debate  is  about  inter- 
generational  equity.  What  responsibility  do  we  have  to  leave  the  country  in  better  shape 
than  we  found  it?  What  right  do  we  have  to  burden  future  generations  with  our 
spending  excesses? 

In  closing,  Mr.  Chairman,  let  me  say  how  important  it  is  that  we  seize  the 
opportunity  that  has  been  created,  largely  by  President  Clinton.  This  is  a  time  for  deficit 
reduction.  It  is  a  fundamental  requirement.  We  should  avoid  arguments  that  say  we 
ought  to  embark  on  a  longer  term  reform  activity  that  would  persuade  us  to  defer  hard 
choices.  Now  is  the  time  to  get  the  deficit  under  control.  We  have  a  responsibility  to 
seize  the  opportunity  and  thus,  to  be  good  ancestors. 
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Statement  of  Citizens  For  An  Alternative  Tax  System 

Thank  you  for  the  opportunity  to  present  this  pubUc  statement  of  Citizens  for  an 
Alternative  Tax  System  regarding  the  President's  economic  plan. 

Most  Americans  support  the  President's  vision  of  reducing  the  federal  deficit  and 
putting  this  country  back  on  the  right  economic  track.  Most  Americans  agree  that, 
if  our  country  is  going  to  continue  into  the  next  century  as  a  global  economic  force 
with  an  increasing  standard  of  Uving  for  our  citizens,  we  must  make  some  fun- 
damental changes. 

It  is  easy  to  agree  that  we  must  reduce  the  deficit.  At  the  same  time  we  need 
to  reverse  the  dwindling  productivity  spiral,  increase  the  number  of  higher  paying 
jobs  and  create  a  decent  standard  of  living  for  all  Americans,  now  and  for  the  fu- 
ture. However,  America  is  confronted  with  the  continued  problems  of  low  savings 
and  investment,  a  declining  standard  of  living  and  a  global  marketplace  where  U.S. 
competitiveness  is  a  vital  issue. 

Citizens  for  an  Alternative  Tax  System  is  a  nationwide  grass  roots  public  interest 
group  working  to  educate  the  American  people  about  the  inherent  flaws  of  our  in- 
come tax  system,  and  a  solution,  a  national  retail  sales  tax  to  replace  the  income 
tax.  Since  its  inception  in  1990,  our  organization  has  made  over  3000  radio  and  TV 
appearances  across  the  country.  We  now  have  over  400  chapters  nationwide.  Our 
supporters  have  widely  divergent  political  beliefs,  but  all  agree  that  replacing  the 
federaJ  income  tax  with  a  national  retail  sales  tax  is  vital. 

It  is  our  position  that  a  sane  teix  policy  will  resolve  the  following  problems: 

(1)  Inadequate  national  savings  and  investment; 

(2)  Reduced  productivity  growth; 

(3)  Subsidized  imports  and  penalized  exports; 

(4)  A  declining  real  standard  of  living; 

(5)  A  decreasing  work  ethic; 

(6)  A  flourishing  underground  economy; 

(7)  A  misallocation  of  over  six  bilhon  hours  per  year  of  productive  time  to  non- 
productive paperwork  now  required  by  the  present  income  tax  system; 

(8)  An  annual  cost  to  the  economy  of  in  excess  of  $600  billion. 

While  more  and  more  people  agree  that  a  consumption  tax  is  needed,  there  is  a 
growing  debate  between  supporters  of  a  value-added  tax  (VAT)  and  a  national  sales 
tax  (NST). 

A  primary  difference  between  the  two  taxes  is  the  manner  of  collection.  The  VAT 
is  collected  at  each  stage  of  production  and,  in  the  European  models,  has  a  system 
of  invoices  and  credits  in  which  the  tax  is  rebated  and  appUed.  However  it  is  ap- 
plied, most  economists  agree  that  in  the  final  analysis  the  true  cost  of  the  VAT  is 
borne  by  the  final  consumer  because  it  is  hidden  in  the  cost  of  the  goods  or  services 
consumed.  In  contrast,  the  NST  is  only  collected  at  the  retail  level  at  the  time  of 
final  sale. 

There  are  some  other  significant  differences  between  a  VAT  and  the  NST.  The 
NST  is  very  visible  and  consumers  know  exactly  how  much  tax  they  are  paying.  The 
VAT  is  hidden.  Only  the  final  tax  on  the  retail  sale  is  visible  and  the  rest  of  the 
taxes  previously  paid  by  businesses  are  hidden  in  the  price  of  the  goods.  While  the 
NST  is  very  simple  to  administer  and  Americans  are  famiUar  with  state  sales  taxes, 
the  VAT  is  very  complex  and  unfamihar  to  most  American  companies  and  consum- 
ers. 

Throughout  history,  nations  have  declined  (including  and  especially  our  own) 
when  their  tax  policy  began  to  undermine  production  and  productivity.  It  is  a  given 
that  taxes  adversely  affect  the  activity  being  taxed.  Stated  another  way,  when  we 
tax  something  we  get  less  of  it.  Therefore,  a  tax  on  production  equates  to  less  pro- 
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duction,  and  a  tax  on  savings  and  investment  equates  to  less  savings  and  invest- 
ment. Conversely,  when  production,  savings  and  investment  are  taxed  less  you  get 
more  of  these  activities. 

Few  "experts"  in  Washington,  D.C.  or  anywhere  else  dispute  the  fact  that  the  fed- 
eral income  tax  penalizes  production  and  savings,  subsiaizes  foreign  imports,  dis- 
torts economic  decisions  and  is  also  extremely  difficult  to  administer.  Recent  studies 
indicate  that  the  income  tax  system  is  burdening  our  economy  with  an  estimated 
$600  billion  to  $1  trillion  in  costs,  in  addition  to  the  taxes  collected. 

What  NST  rate  would  be  needed?  In  an  economic  study  commissioned  by  Citizens 
For  An  Alternative  Tax  System  and  presented  in  testimony  to  the  House  of  Rep- 
resentatives Ways  And  Means  Committee  in  July,  1991,  Dr.  John  Quails,  President 
of  Micro  Economics,  Ltd.  and  adjunct  professor  of  Economics  and  International  Af- 
fairs at  Washington  University  in  St.  Louis,  used  the  COREMOD  policy  simulation 
model  to  cornpare  the  economic  effects  of  the  replacement  of  the  federal  income  tax 
with  the  NS'T  (COREMOD  is  often  used  by  the  Office  of  Management  and  Budget, 
the  Congressional  Budget  Office  and  the  Treasury  Department  for  economic  analy- 
sis and  forecasting.)  In  1990,  the  revenue  generated  oy  the  income  tax  was  $587 
billion.  Dr.  Quails  determined  that  there  was  approximately  $3,605  trillion  of 
consumer  spending  in  1990  and  that  a  NST  rate  of  16.3%  of  this  figure  was  required 
to  raise  $587  billion. 

In  the  conclusion  of  his  report,  Dr.  Quails  stated,  "Based  on  the  results  of  this 
initial  work,  the  replacement  of  the  current  U.S.  individual  and  corporate  income 
taxes  by  a  national  sales  tax  would  result  in  faster  economic  growth,  higher  levels 
of  employment,  more  business  investment,  higher  productivity  growth,  and  an  in- 
crease in  the  private  savings  rate  ..."  "In  short,  implementation  of  a  national  sales 
tax  would  go  a  long  way  toward  rectifying  the  U.S.  s  decline  in  international  com- 
petitiveness." 

Why  would  the  NST  be  better  for  the  American  people  than  the  federal  income 
tax?  An  examination  of  some  of  our  major  economic  problems  and  a  comparison  of 
the  income  tax  and  NST  follows. 

Hidden  in  the  selling  price  of  American-made  products  or  services  is  a  10%  to  25% 
increase  in  cost  simply  due  to  income  tax-mandated  increases  from  producers  and 
service  providers  at  every  step  of  the  production  or  service  chain.  The  combined  cost 
of  paying  and  complying  with  the  federal  income  tax  is  in  fact  another  cost  of  doing 
business.  This  cost  is  estimated  at  between  $1.2  trillion  and  $1.8  trillion  annually 
or  between  18%  and  25%  of  the  total  gross  national  product  in  1989,  \yhich  has  to 
be  passed  on  to  consumers  or  investors  in  order  for  any  business  to  survive.  For  pur- 
poses of  illustration,  let's  assume  that  the  federal  income  tax-mandated  price  in- 
creases are  an  average  of  20%  of  the  price  of  American-made  products.  A  shirt  sell- 
ing for  $20  therefore  contains  only  $16  of  actual  profits,  materials,  labor  and  other 
overhead  costs  and  $4  in  federal  income  tax-mandated  price  increases. 

However,  in  addition  to  these  price  increases  the  true  cost  of  the  federal  income 
tax  is  hidden  from  most  Americans.  Most  Americans  don't  realize  how  much  they 
have  to  earn  in  order  to  make  ordinary  purchases.  To  purchase  a  $20  shirt,  an  aver- 
age taxpayer  has  to  earn  approximately  $26,  pay  $6  in  federal  income  tax  and  then 
use  the  remaining  $20  to  purchase  the  shirt.  Under  the  NST,  the  shirt  should  have 
cost  $16  plus  $2.50  tax.  However,  under  the  present  system  it  actually  requires  $26 
of  our  earnings.  An  automobile  selling  for  $20,000  will  require  earnings  of  $26,000 
to  pay  for  the  automobile.  Whether  it  be  a  home  or  a  toothbrush,  the  real  price 
Americans  pay  for  these  items  is  between  125%  to  135%  of  the  marked  price  be- 
cause of  the  federal  income  tax. 

Increasingly  in  a  global  economy  the  economic  health  of  our  country  relies  on  ex- 

Eorts.  Currently,  our  exports  total  13.1%  and  our  imports  total  15.1%  of  GNP.  The 
r.S.  Department  of  Commerce  estimates  that  each  billion  dollars  of  exports  creates 
25,000  new  jobs  in  the  U.S.  and  that  a  5%  drop  in  U.S.  exports  could  cut  our  al- 
ready anemic  real  GNP  growth  by  one-fifth.  In  addition,  approximately  15%  of  U.S. 
imports  come  from  foreign  affiliates  of  U.S.  companies.  More  trade  barriers  to  im- 
ports only  result  in  additional  barriers  to  U.S.  exports. 

An  April,  1992  study  by  the  U.S.  Department  of  Commerce  showed  that  for  every 
ten  U.S.  jobs  directly  supported  by  U.S.  merchandise  exports,  19  additional  U.S.  jobs 
were  indirectly  supported.  Increased  competitive  ability,  assuming  quality  controls 
are  maintained,  will  result  in  increased  sales  of  our  products  both  here  and  abroad. 
Increased  sales  will  in  turn  lead  to  an  increase  in  the  number  of  high  paying  goods- 
producing  and  service  jobs  here  in  the  U.S. 

How  does  our  income  tax  system  affect  our  ability  as  a  nation  to  compete  with 
other  nations  of  the  world?  Unlike  the  U.S.,  in  order  to  fund  their  governments  our 
major  trading  partners  rely  heavily  on  consumption  taxes.  Consumption  taxes  are 
applied  to  all  products,  whether  domestic  or  imported,  sold  in  their  countries.  In  Eu- 
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rope,  the  consumption  tax  rates  vary  from  country  to  country  and  range  from  14% 
to  30%. 

Using  an  average  European  consumption  tax  of  20%,  American  exports  and  for- 
eign domestic  products  each  have  their  selling  prices  increased  by  an  additional  20% 
when  they  are  sold  in  a  European  Conmion  Market  country.  Because  of  the  struc- 
ture of  the  income  tax  and  because  of  the  General  Agreement  of  Tariffs  and  Trade 
("GATT"),  our  exports  contain  our  income  tax-mandated  increase  in  prices  when 
they  enter  the  foreign  country.  In  addition  to  that  the  foreign  country  adds  their 
20%  consumption  tax,  making  U.S.  products  20%  more  costly  than  compau-able  for- 
eign goods. 

However,  the  tax  results  are  vastly  different  when  foreign  exports  arrive  in  this 
country.  As  they  are  permitted  under  GATT,  our  trading  partners  increase  the  com- 
petitive position  of  their  exports  by  rebating  their  20%  consumption  tax  on  all  their 
exports.  This  allows  the  selling  price  of  the  foreign  export  to  be  lower  than  in  their 
own  country. 

When  the  foreign  export,  with  its  price  reduced  by  the  rebate  of  its  country's  con- 
sumption tax,  arrives  in  the  U.S.,  the  income  tax  system  does  not  require  that  it 
bear  its  share  of  the  costs  of  the  U.S.  government.  Former  Congressman  Dick 
Schulze  stated  that  in  1989  the  U.S.  Ireasury  received  federal  income  taxes 
amounting  to  less  than  one-tenth  of  one  percent  of  the  value  of  the  imports. 

Let's  compare  the  treatment  of  an  American-produced  product  and  an  identical 
foreign -produced  product  each  having  a  selling  price  of  $1.  Both  products  contain 
an  increase  in  price  equal  to  $.20  because  of  the  taxes  in  their  respective  countries. 
The  tax  treatment  is  very  different  when  the  foreign  product  is  exported.  The  $.20 
cost  of  government  included  in  the  foreign  product  will  be  rebated  at  its  border,  giv- 
ing it  a  net  cost  of  $.80  that  is  not  increased  by  U.S.  taxes  when  it  enters  the  U.S. 
But  the  American  product  will  receive  no  rebate  of  the  $.20  cost  of  government 
when  it  is  exported  and  will  experience  an  additional  $.20  increase  in  price  when 
it  becomes  subject  to  the  foreign  country's  20  percent  consumption  tax. 

If  the  federal  income  tax  is  replaced  with  the  NST,  our  companies  will  no  longer 
be  forced  to  locate  factories  in  other  countries  in  order  to  compete  in  a  global  econ- 
omy. This  means  that  more  higher-paying  jobs  can  be  given  to  Americans  that 
would  have  otherwise  gone  to  foreign  citizens  in  their  coimtries.  With  the  NST,  we 
wiU  no  longer  be  exporting  jobs  to  foreign  countries  but  rather  exporting  products 
and  services. 

There  is  a  real  concern  that  our  children  wiU  not  enjoy  as  good  a  lifestyle  as  we 
have  enjoyed.  It  is  a  fundamental  truth  that  the  improvement  of  the  earnings  of  our 
citizens  depends  upon  increasing  the  productivity  of  the  United  States.  Dr.  Quails 
calcvilated  that  if  the  productivity  rate  of  the  American  economy  continued  during 
the  1970's  and  1980'8  at  the  same  rate  as  in  the  1960'8,  we  would  be  in  a  much 
different  America  today.  At  current  levels  of  federal  spending  there  would  not  be 
a  deficit.  The  average  family  would  have  $10,000  more  of  disposable  income  each 
year. 

However,  in  order  to  increase  our  productivity  we  must  have  the  capital  for  in- 
vestment in  more  productive  tools.  TTie  amount  of  capital  for  investment  and  the 
cost  of  that  capital  is  directly  proportional  to  the  amount  of  savings  in  a  country. 
Americans  save  about  5.6%  of  tneir  disposable  income,  the  Japanese  save  15.3%  and 
the  Germans  12.2%.  U.S.  savings  represent  only  15.1%  of  gross  domestic  product 
while  savings  in  Japan  account  for  33%  of  its  gross  domestic  product. 

Net  national  savings — savings  in  the  nonfederal  economy  as  well  as  personal  sav- 
ings minus  the  budget  deficit — provides  the  amount  of  money  available  for  invest- 
ment that  will  increase  productivity.  In  the  1970's  the  net  national  savings  averaged 
7.2%  of  GNP.  By  1988  this  rate  was  down  to  2.8%.  An  increased  availabiUty  of  cap- 
ital directly  reduces  the  percentage  charged  for  the  use  of  that  capital.  A  1990  study 
for  Congress  by  the  Office  of  Technology  Assessment  estimates  that  each  year  from 
1977  to  1988  the  cost  of  capital  in  America  averaged  3.4  percentage  points  higher 
than  the  cost  of  capital  in  Japan  for  investments  in  machinery  and  equipment  with 
a  physical  life  of  20  yeeu-s,  4.9  percentage  points  higher  for  a  factory  with  a  physical 
life  of  40  years  and  8  percentage  points  higher  for  a  research  and  development 

Rroject  with  a  10  year  payoff".  It  is  not  merely  a  coincidence  that  the  countries  with 
igner  savings  rates  have  higher  rates  of  sustained  productivity  growth. 
One  of  the  major  factors  in  determining  a  country's  savings  rate  is  whether  the 
tax  system  encourages  or  penalizes  savings.  In  a  recent  study  prepared  for  the  Na- 
tional Center  For  Policy  Analysis,  Ggiry  and  Aldona  Robbins  indicate  that  the  in- 
come tax,  by  taxing  investment  income,  increases  the  cost  of  capital  by  approxi- 
mately 20  percent.  This  is  important  because,  according  to  the  Robbins',  ".  .  .  every 
$1  reduction  in  annual  capital  taxes  will  lead  to  about  $25  in  increased  national  out- 
put every  year.  Reductions  in  taxes  on  capital  primarily  benefit  wage  earners.  In 
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general,  every  $1  reduction  in  annual  capital  taxes  will  lead  to  a  $12  increase  in 
aftertax  wage  income." 

Under  the  federal  inconie  tax,  a  person  who  receives  either  earned  or  investment 
income  is  taxed.  If  the  person  saves  a  portion  of  their  eeirnings,  the  return  on  the 
savings  is  again  taxed.  Under  the  federal  income  tax,  the  more  we  produce  and  the 
more  money  we  earn,  the  more  taxes  we  pay  and  the  less  we  can  keep  of  what  we 
earn. 

Under  the  NST,  we  can  keep  all  we  produce  and  earn.  There  is  no  withholding 
of  federal  income  tax  or  quarterly  tax  estimates  to  pay.  Instead  of  being  forced  to 
devote  an  increasing  amount  of  productive  time  to  complying  with  the  ridiculously 
complex  rules  of  the  federal  income  tax,  we  could  choose  to  work  more  or  to  devote 
more  time  to  our  family  or  leisure  activities.  By  rewarding  production  on  an  individ- 
ual basis  we  will  get  more  production. 

The  most  compelling  argument  for  the  NST  arises  when  the  real  casualties  of  the 
present  economic  debacle  are  examined.  It  is  a  common  misconception  that  all  of 
our  income  taxes  are  shown  on  our  income  tax  returns.  This  is  not  true.  We  also 
pay  a  hidden  income  tax,  from  10'%^25%  of  the  price  of  products  or  services,  every 
time  we  make  a  purchase. 

The  federal  income  tax  especially  hurts  people  in  low  income  brackets  not  only 
because  it  deprives  them  of  the  opportunity  to  raise  their  incomes  but  also  because 
of  both  the  hidden  and  direct  income  taxes  they  pay.  In  1960,  Frederick  Hayek  stat- 
ed, "It  would  probably  be  true,  on  the  other  hand,  to  say  that  the  illusion  that  by 
means  of  progressive  taxation  the  burden  can  be  shifted  substantially  onto  the 
shoulders  of  the  wealthy  has  been  the  chief  reason  why  taxation  has  increased  as 
fast  as  it  has  done  and  that,  under  the  influence  of  this  illusion,  the  masses  have 
come  to  accept  a  much  heavier  load  than  they  would  have  done  otherwise." 

Does  a  consumption  tax  have  to  be  regressive?  Some  maintain  that  the  NST  must 
exempt  items  like  food  and  shelter.  However,  these  exemptions  would  force  the  NST 
rate  to  be  over  20%.  Further,  if  we  do  want  to  target  benefits  for  the  lower  income 
groups  it  is  important  to  remember  that  a  family  of  four  with  an  income  of  $20,000 
spends  proportionately  less  on  food  and  shelter  than  a  family  of  four  with  an  income 
of  $50,000  on  food  and  shelter.  Congressman  Sam  Gibbons  (D-FL)  suggests  that  we 
ensure  that  the  impact  of  a  consumption  tax  is  equitable  by  giving  monthly  cash 
rebates. 

If  each  member  of  a  family  received  a  rebate  of  $50  per  month,  a  family  of  four 
would  receive  $2400  per  year  in  cash  rebates  which  would  equal  the  amount  of  tax 
on  the  first  $14,400  of  the  family's  expenditures  for  the  year.  This  rebate  can  be 
adjusted  to  provide  assistance  for  certain  members  of  our  society  and  can  be  done 
less  expensively  and  more  equitably  than  by  exempting  categories  of  expenditures. 

The  public  approval  of  President  Clinton's  remarks  about  sales  taxes  at  his  recent 
town  meetings  indicate  that  the  public  is  ready  for  a  fundamental  change.  Studies 
by  the  Advisory  Commission  on  Intergovernmental  Relations  for  the  last  20  years 
have  shown  that  our  citizens  believe  a  state  sales  tax  is  fairer  than  the  federal  in- 
come tax.  In  Missouri,  citizens  have  the  right  to  vote  on  any  tax  increases.  In  every 
election  there  is  usually  an  attempt  to  raise  the  state  income  tax  but  it  is  always 
voted  down.  The  only  tax  increases  approved  by  voters  are  normally  sales  tax  in- 
creases for  specific  uses.  Missouri  voters  intuitively  sense  that  a  state  income  tax 
increase  will  harm  them.  They  also  believe  that  the  wealthy  will  escape  the  income 
tax  but  not  the  sales  tax. 

Finally,  American  companies  and  citizens  will  have  an  incredible  compliance  bur- 
den removed  from  their  shoulders.  Americems  spend  an  estimated  six  billions  hours 
a  year  simply  filling  out  tax  forms.  This  time  is  not  spent  producing  goods  and  serv- 
ices. In  1990  it  was  estimated  by  former  Congressman  Schulze  that  the  cost  of  pre- 
paring to  pay  the  approximate  $90  billion  in  corporate  taxes  was  at  least  $80  billion, 
and  was  probably  over  $100  billion.  Such  a  tax  system  is  grossly  inefficient.  In  addi- 
tion to  the  tax  paid  by  our  companies  and  citizens,  the  federal  income  tax  system 
drains  from  our  economy  from  $618  billion  to  $1  trillion  annually.  This  means  that 
the  administration  of  the  income  tax  system  is  costing  each  of  us  from  $2288  to 
$3700  every  year.  By  diverting  these  funds  from  a  non-productive  area  to  a  produc- 
tive area,  the  productivity  and  income  of  American  companies  and  citizens  will  im- 
mediately increase. 

To  quote  an  editorial  that  appeared  in  the  NEW  YORK  TIMES  August  21,  1992, 
'Tax  changes  can  be  effective  but  in  ways  Mr.  Bush  has  never  dared  to  propose. 
What  about  scrapping  the  personal  and  corporate  income  tax  codes,  which  oft«n  dis- 
courage savings  and  investment,  in  favor  of  a  consumption  tax  that  would  encourage 
them  ?  Such  a  tax  should  be  structured  to  protect  low-income  families.  That  would 
be  worth  fighting  for:  pro-growth  and  fair." 
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As  an  historical  footnote,  in  1815  England  had  an  enormous  debt.  It  had  spent 
20  years  fighting  the  Napoleonic  Wars.  Parliament  ignored  the  dire  warnings  of  the 
economic  experts  and  eliminated  the  income  tax  which  had  been  initiated  to  raise 
revenue  for  the  wars.  What  followed  was  a  60-year  bull  market  that  has  been  called 
the  Industrial  Revolution. 

CONCLUSION 

(1)  The  NST  will  help  recover  both  the  domestic  and  international  competitiveness 
we  have  lost.  It  will  generate  the  growth  in  our  economy  necessary  to  ensure  that 
we  and  our  children  will  have  the  opportunity  to  enjoy  the  American  dream. 

(2)  We  will  know  exactly  how  much  in  federal  taxes  we  are  paying.  The  taxes  will 
not  be  partially  hidden  in  the  price  of  goods  but  fully  visible.  Congress  can  obtain 
more  money  by  helping  the  economy  expand  because  the  same  percentage  of  a  larg- 
er pie  will  produce  more  revenues. 

(3)  Congress  and  the  President  can  propose  additions  to  the  NST  for  limited  pur- 
poses— such  as  eliminating  the  federal  deficit. 

(4)  The  NST  will  encourage  production  and  allow  the  attention  now  spent  on  non- 

Eroductive  activities  that  exist  solely  for  compliance  with  the  federal  income  t£ix  to 
e  instead  devoted  to  productive  activities. 

(5)  The  NST  is  not  inflationary.  In  the  study  by  Dr.  Quails,  the  inflation  rate  goes 
down. 

(6)  The  NST  will  encourage  savings,  lower  the  cost  of  capital  and  increase  the 
quality  of  life  for  all  of  us. 

(7)  The  NST  will  give  us  the  choice  of  how  much  tax  we  pay.  If  we  choose  to  save 
or  invest  more  of  our  income  and  help  reduce  the  cost  of  capital  then  we  will  not 
pay  taxes  on  those  savings  or  investments. 


Statement  of  the  Computer  Leasing  and  Remarketing  Association 

The  Computer  Leasing  and  Remarketing  Association  ("CDLA")  submits  these 
comments  for  the  record  of  the  Committee's  February  24,  1993,  hearing  on  Presi- 
dent Clinton's  economic  plan.  The  CDLA  is  the  nation's  largest  association  of  com- 
f)uter  leasing  companies  and  its  members  account  for  most  computer  equipment 
eased  and  used  in  the  United  States. 

I.  SUMMARY  OF  POSITION 

The  CDLA  believes  that  the  Administration's  proposed  alternative  minimum  tax 
("AMT")  depreciation  revisions,  while  a  step  in  the  right  direction,  critically  fail  to 
deal  with  the  current  tax  disincentive  for  any  business  to  invest  in  computers.  More- 
over, postponing  the  proposal's  effective  date  until  1994  would  actually  decrease  in- 
vestment in  the  short-term  and  is  directly  at  odds  with  the  Administration's  stimu- 
lus proposals. 

II.  THE  NEED  FOR  MORE  APPROPRIATE  AMT  DEPRECIATION  ALLOWANCES 

Virtually  all  agree  that  computers  and  other  high  technology  equipment  are  criti- 
cal to  America's  economic  future.  The  Clinton  Administration's  technology  policy 
statement  concludes  that  "[t]echnology  is  the  engine  of  economic  growth"  and  the 
key  to  creating  a  vital,  high-wage  economy.^ 

Despite  this  recognition,  the  tax  depreciation  rules  governing  computers  are  long 
outdated  and  actually  discourage  investment  in  computers.  Under  current  deprecia- 
tion rules,  businesses  recover  their  investment  in  computers  over  a  five  year  period 
using  the  double  declining  balance  method  for  regular  tax  purposes.  The  recovery 
rate  slows  to  the  150-percent  declining  balance  rate  for  normal  AMT  purposes  and 
the  straight  line  method  for  purposes  of  the  adjusted  current  earnings  ("ACE")  AMT 
adjustment. 

The  recovery  period  for  computers  has  remained  largely  unchanged  since  they 
were  first  recognized  as  a  separate  class  of  depreciable  assets  in  1973^  and,  not  sur- 


^See  Technology  for  America's  Economic  Growth,  A  New  Direction  to  Build  Economic  Strength, 
p.  7  (2/22/93).  The  Office  of  Technology  Assessment  has  similarly  concluded  that  "technology  is 
the  key  to  competitive  success."  See  Making  Things  Better:  competing  in  Manufacturing,  p.  1 
(OTA-ITE-444,  February  1990). 

"^See  Rev.  Proc.  73-2,  1973-1  C.B.  747  (adopting  six-year  asset  guideline  period  for  "informa- 
tion systems").  Prior  to  1973,  computers  were  not  explicitly  described  in  the  depreciation  tables, 
but  would  have  fallen  under  the  general  category  of  "office  furniture,  fixtures,  machines,  and 
equipment,"  all  of  which  were  depreciable  over  ten  years.  See  id.  at  747.  In  1981,  computers 
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prisingly,  fails  to  reflect  the  "computer  revolution."  The  appended  1990  study  by  the 
Gartner  Group  concludes  that  computers  were  then  losing  their  economic  value  over 
no  more  than  3.4  years  or,  using  a  five-year  life,  at  a  declining  balance  rate  of  210 
percent.^  Moreover,  because  of  industry  trends — the  quickening  pace  of  innovation 
and  the  increasing  preference  for  smaller  computers,  which  tend  to  lose  value  fast- 
est— the  1990  Gartner  Group  report  almost  certainly  overstates  the  economic  life  of 
most  computers  placed  in  service  today. 

Because  taxpayers  must  depreciate  computers  far  slower  than  they  actually  lose 
their  economic  value,  the  Code  not  only  provides  no  economic  stimulus  or  preference 
for  computer  investment,  but  also  effectively  taxes  capital  invested  in,  rather  than 
income  generated  by,  computers.  This  discourages  U.S.  businesses  from  making  the 

i  necessary  investments  in  computer  technology  and  decreases  demand  for  U.S.  made 
computer  products,  both  of  which  are  central  to  our  economic  future. 

The  Administration's  proposal  to  replace  the  current  MT  depreciation  allowance 
with  the  120-percent  declining  balance  method  is  obviously  a  step  in  the  right  direc- 
tion.* It  is  also  obviously  far  too  small  a  step  in  that  direction  for  computers.  The 
proposal  does  little  to  bring  the  tax  depreciation  of  computers  in  line  with  economic 
reality  and  thus  leaves  intact  the  substantial  tax  disincentive  to  make  such  invest- 

j  ments. 

If  we  are  to  make  the  necessary  investments  in  computer  technology  to  compete 

1  and  succeed  in  the  global  marketplace,  our  tax  laws  cannot  continue  to  discourage 
such  investments.  Accordingly,  the  CDLA  urges  the  adoption  of  IT  depreciation  for 
computers  at  a  200  percent  declining  balance  rate  over  five  years  (identical  to  the 
current  normal  tax  treatment).  This  would  be  substantially  more  consistent  with 
economic  reality  and  our  national  policy  objectives  and  would  still  be  more  conserv- 
ative than  the  Gartner  Group's  findings.^ 

III.  EFFECTIVE  DATE 

For  reasons  unexplained,  the  President's  proposed  change  would  only  apply  to  as- 
sets placed  in  service  on  or  after  January  1,  1994.  This  postponement  woula  discour- 
age capital  investments  until  the  provision  became  effective.  It  was  to  avoid  this  re- 
sult that  both  the  President  and  Congressional  leaders  have  proposed  to  make  stim- 
ulus/investment measures  generally  effective  as  of  December  3,  1992.  Thus,  the  cur- 
rent date  for  the  AMT  proposals  is  both  counterproductive  and  directly  at  odds  with 
other  aspects  of  the  economic  plan.  Although  the  AMT  depreciation  proposal  as  ap- 
plied to  computers  is  not  a  stimulus  measure,  it  would  nevertheless  postpone  invest- 
ments unless  made  effective  on  the  same  date  as  that  proposed  for  the  stimulus/ 
investment  proposals  or  some  other  reasonably  current  date. 


Statement  of  the  Dreyfus  Corp. 

We  are  aware  that  President  Clinton  is  concerned  about  modernizing  our  infi-a- 
structure  both  in  terms  of  much  needed  improvements  and  as  a  way  of  providing 
a  quick  stimulus  to  the  economy.  As  indicated  in  his  recent  economic  address,  we 
agree  that  he  should  be  focusing  on  programs  that  achieve  the  following  objectives: 
provide  for  a  short-term  economic  stimulus  for  job  creation;  build  an  environment 
for  long-term  investment  and  growth;  and  reduce  the  overall  budget  deficit.  In  aU 
cases,  any  program  should  be  targeted  to  achieve  the  maximum  positive  impact  on 
the  United  States  economy  for  a  minimum  revenue  cost. 


became  five-year  property  under  the  then  newly  enacted  accelerated  cost  recovery  system  and 
their  recovery  period  nas  not  changed  since. 

^Our  major  economic  competitors  already  permit  depreciation  of  computers  in  line  with  the 
conclusions  of  the  Gartner  Group  report.  As  of  1991,  Japan,  Germany,  England,  and  Canada 
provided  for  the  recovery  of  53.62,  51.00,  43.75,  and  40.50  percent  of  computer  costs,  respec- 
tively, in  the  first  two  years  of  ownership,  compared  to  only  30  percent  under  the  current  ACE/ 
AMT  adjustment  and  33.12  percent  und^r  the  Administration's  proposal.  See  Ways  and  Means 
committee  of  the  House  of  Representatives  Hearings  on  U.S.  International  competitiveness,  July 
17,  1991  (statement  of  Stephen  M.  ChalefF  on  behalf  of  the  CDLA)  (comparison  of  depreciation 
allowances  prepared  by  Arthur  Anderson  &  company). 

■•The  other  aspect  of  the  proposal,  under  which  assets  would  be  depreciated  over  the  same 
recovery  period  for  MT  and  regular  tax  purposes,  would  substantially  benefit  other  types  of  as- 
sets, which  now  use  a  longer  recovery  period  for  MT  purposes.  Computers,  however,  would  gain 
nothing  from  this  change  Because  they  already  are  depreciated  over  five  years  for  both  the  regu- 
lar tax  and  the  MT.  It  is  ironic  that  the  type  of  assets  that  are  generally  viewed  as  most  impor- 
tant to  our  economic  future  would  receive  the  least  benefit  from  the  proposal. 

^The  proposal  is  also  consistent  with  the  Administration's  desire  to  make  the  research  and 
experimentation  credit  permanent  and,  thus,  to  encourage  the  pace  of  technological  progress 
(and  obsolescence)  for  computers  and  other  equipment. 
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In  response  to  your  recent  request  for  comments  regarding  the  Administration's 
economic  program,  we  are  writing  you  to  suggest  a  mechanism  to  enable  the  imme- 
diate funding  of  new  infrastructure  projects.  The  proposal  allows  state  and  local  gov- 
ernments to  efficiently  raise  capital  for  such  projects.  Most  importantly,  this  signifi- 
cant improvement  in  the  way  funds  are  raised  for  infrastructure  projects  can  be  im- 
plemented at  little  cost  to  the  Federal  government. 

The  specific  proposal  would  permit  state  and  local  governments  to  issue  bonds 
free  from  all  state  and  local  as  well  as  Federal  taxes.  This  exemption  would  apply 
regardless  of  where  and  how  the  holder  of  such  bonds  may  be  subject  to  tax.  Under 
current  law,  such  bonds  are  generally  exempt  from  Federal  income  tax  as  well  as 
the  income  tax  imposed  by  the  issuing  state.  However,  most  states  do  not  exempt 
the  income  on  bonds  issued  by  other  states  from  their  income  tax.  As  a  result,  there 
can  be  a  significant  disincentive  for  out-of-state  investors  to  hold  the  bonds  of  many 
state  and  local  governments. 

We  envision  that  this  program  would  work  as  follows: 

(1)  A  "Federal  Infrastructure  Financing  Authority"  ("FIFA")  would  be  created  to 
issue  "All-State  Tax-Exempt  Bonds"  (the  "Bonds").  State  and  local  governments 
would  be  required  to  pay  FIFA  for  its  services  as  well  as  repay  all  principal  bor- 
rowed and  all  interest  costs  associated  with  the  Bonds.  All  payments  would  be 
scheduled  to  precede  FIFA  payments  to  investors  by  at  least  30  days.  Bond  issuers 
would  maintain  sinking  funds  to  insure  repajrment  to  FIFA. 

(2)  Bond  proceeds  obtained  under  this  arrangement  could  be  used  to  finance 
transportation  facilities  (roads,  mass  transit,  airports,  etc.),  educational  facilities, 
government-owned  facilities,  water  and  sewer  projects  and  government-owned  utili- 
ties. 

(3)  Since  the  Bonds  would  be  exempt  from  Federal,  state  and  local  taxes,  we  be- 
lieve that  borrowing  costs  for  issuers  could  be  at  least  30  basis  points  lower  than 
without  this  exemption.  To  make  this  program  self  sustaining,  FIFA  would  impose 
a  10  basis  point  charge  against  Bond  interest  payments  for  the  cost  of  administering 
the  program.  However,  FIFA  would  not  provide  any  Federal  guarantee  for  any  Bond 
issue. 

We  believe  that  implementing  the  FIFA  program  could  result  in  substantial  sav- 
ings for  state  and  local  governments.  At  the  same  time,  the  program  could  be  car- 
ried out  at  no  cost  to  the  Federal  government. 

Attached  is  a  term  sheet  that  provide  further  insight  behind  FIFA  and  the  Bonds. 
We  hope  you  will  be  willing  to  give  careful  and  serious  consideration  to  this  "win- 
win"  proposal. 

Thank  you  for  taking  time  to  review  this  suggestion.  In  addition,  as  you  have  re- 
quested, six  additional  copies  of  this  letter  and  term  sheet  have  been  appended  to 
this  letter.  We  look  forward  to  discussing  this  matter  further  and  considering  any 
additional  refinements  you  might  feel  appropriate. 

Attachments. 

All  State  Tax  Exempt  Bonds — General  Term  Sheet 

the  issuer 

A  "Federal  Infrastructure  Financing  Authority"  ("FIFA")  would  be  created  to  issue 
All-State  Tax-Exempt  Bonds  (the  "Bonds").  State  and  local  governments  would  be 
obligated  to  reimburse  and  compensate  the  FIFA  for  funds  made  available  to  such 
government  entities. 

PURPOSE  OF  BOND  ISSUANCE 

Bonds  issued  by  the  FIFA  could  reduce  the  cost  of  funds  for  state  and  local  infra- 
structure borrowing.  The  FIFA  would  be  a  facility  for  the  issuance  of  Bonds.  Bond 
proceeds  would  be  used  to  rebuild  the  American  infrastructure.  Projects  eligible  for 
Bond  financing  would  include  transportation  facilities  (e.g.,  roads,  mass  transit,  and 
airports),  government-owned  facilities,  education  facilities,  water  and  sewer  projects, 
and  government-owned  utilities. 

TAX  STATUS 

All  bondholders  would  be  free  from  all  forms  on  federal,  state  and  local  tauces  on 
the  Bonds  as  well  as  the  income  and  gains  therefrom,  notwithstanding  the  state  or 
local  government  backing  of  the  Bonds.  Such  exemption  would  be  provided  as  part 
of  the  enabling  legislation  creating  the  FIFA. 
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THE  ROLE  OF  THE  STATES 


Bond  proceeds  would  be  available  to  state  and  local  governments  (and  related  mu- 
nicipal jurisdictions).  State  and  local  governments  issuing  Bonds  would  be  required 
to  maintain  sinking  funds  to  insure  repayment  of  Bond  proceeds  at  maturity. 


ANTICIPATED  MATURITY 


Since  the  proceeds  would  be  used  for  infrastructure  repair  or  enhancement,  the 
Bonds  would  be  issued  for  terms  no  less  than  5  years  and  no  greater  than  40  years. 


ANTICIPATED  YIELD 


Because  the  Bonds  would,  in  effect,  be  general  obligations  of  the  state  or  local  gov- 
ernments, coupled  with  the  breadth  of  exemption  from  tax.  Bond  yields  are  expected 
to  be  at  least  30  basis  points  less  than  comparable  in-state  tax-exempt  general  obli- 
gation bonds. 


IMPACT  ON  THE  FEDERAL  DEFICIT 

The  Bonds  would  not  require  any  outlay  of  federal  funds.  Therefore,  the  federal 
deficit  would  not  be  directly  affected  by  Bond  issuances. 

IMPACT  ON  THE  DEFERRAL  DEFICIT 

The  FIFA  would  direct  proceeds  from  Bond  issuances  to  the  state  or  local  govern- 
ments. The  state  or  local  government  would  be  required  to  remit  interest  and/or 
principal  payments  to  the  FIFA  within  30  days  prior  to  the  scheduled  interest  and/ 
or  principal  payment  date  for  bondholders  under  the  Bonds.  The  FIFA  would  not 
be  a  guarantor  of  the  Bonds.  In  addition,  the  FIFA  would  not  be  required  to  make 
any  payments  to  Bondholders  prior  to  the  receipt  of  funds  from  the  state  or  local 
governments  that  have  drawn  down  funds  and  are  obligated  to  the  FIFA. 

Costs  incurred  for  the  issuance  of  Bonds  and  FIFA  overhead  would  be  financed 
by  a  charge  computed  at  a  rate  of  10  basis  points  of  the  interest  payments  on  inter- 
est bearing  Bonds. 

VOLUME  CAPS 

States  would  be  subject  to  an  annual  Bond  issue  volume  cap  computed  as  the 
greater  of:  (1)  $50  for  every  individual  who  is  a  resident  of  the  state  (as  determined 
by  the  most  recent  estimate  of  the  state's  population  released  by  the  Bureau  of  Cen- 
sus before  the  beginning  of  the  year  to  which  the  limitation  applies,  or  (2)  $150  mil- 
Uon.  States  may  elect  to  carry  forward  any  unused  portion  of  the  annual  Bond  issue 
volume  cap  for  up  to  three  years. 
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Statement  of  the  Equipment  Leasing  Association  of  America 

Mr.  Chairman,  Ladies  and  Gentlemen.   This  written  statement  is 
provided  by  the  Equipment  Leasing  Association  of  America.   The 
statement  addresses  one  part  of  President  Clinton's  proposal  to 
stimulate  the  American  economy,  the  reinstatement  of  an 
Investment  Tax  Credit. 

The  equipment  leasing  industry  supports  the  reenactment  of  an 
Investment  Tax  Credit  and  believes  that  a  tax  credit  which  has 
the  effect  of  lowering  the  cost  of  capital  will  act  as  a 
stimulus  for  all  types  of  American  companies  to  acquire  new, 
more,  productive  equipment. 

For  over  forty  years,  American  business  has  increased  the  use  of 
leasing — recognizing  that  tl  i   value  of  equipment  comes  from  its 
use  not  its  ownership.   Mere  companies,  particularly  small 
companies,  acquire  new  productive  equipment  through  leases  than 
through  secured  loans.   Of  the  $375  billion  spent  by  business  on 
productive  assets  in  1992,  $120  billion,  or  32%,  was  acquired 
through  leasing  according  to  the  U.S.  Department  of  Commerce. 
The  Commerce  Department  forecasts  that  American  business  will 
rely  on  leasing  for  $126  billion  in  1993. 

Leasing  expands  the  capital  available  to  business — it  fights  the 
credit  crunch.   The  unique  structure  of  a  lease  contrasted  with 
a  loan — longer  term,  fixed  payment,  and  a  residual  value  at 
lease  end — allows  the  expansion  of  capital  beyond  the  limits  of 
traditional  loans  or  traditional  lenders.   Leases  expand  the 
amount  of  capital  because  they  are  based  not  only  on  a  credit 
decision,  but  on  the  value  of  the  equipment  itself.   Leases 
provide  new  money  that  would  not  have  been  available  to  American 
business,  especially  small  or  new  business,  through  loans. 
Eighty  percent  of  U.S.  companies  lease  all  or  some  of  their 
equipment.   Companies  that  lease  tend  to  be  smaller,  growth 
oriented,  focused  on  productivity,  and  more  technology  oriented. 
These  are  companies  long  on  ideas,  short  on  capital,  and  in  need 
of  flexibility  as  they  grow  and  change.   Companies  that  lease 
tend  to  create  more  jobs  and  be  the  most  entrepreneurial  and 
competitive.   These  companies  need  the  benefits  of  leasing. 

Proposal :  Leasing  and  the  Proposed  ITC 

The  ITC  works — it  has  a  record  of  stimulating  investment  whether 
equipment  is  owned  by  the  company  using  the  equipment  or  owned 
by  a  lessor.   Prior  to  repeal  of  the  Investment  Tax  Credit  in 
1986,  all  qualified  property   as  eligible  for  the  Investment  Tax 
Credit,  whether  owned  by  an  end  user  or  owned  by  a  lessor. 

Under  President  Clinton's  proposed  ITC,  certain  qualifications 
for  accruing  the  ITC  are  established.   These  qualifications 
relate  to  the  size  of  a  company  and/or  any  net  increase  in 
equipment  investment.   This  adds  a  new  dimension  that  did  not 
exist  under  the  pre-1986  Tax  Act.   Consequently,  the  role  of 
leasing  as  a  provider  of  capital  must  be  treated  differently  in 
the  new  ITC  than  it  was  under  the  previous  ITC. 

In  the  report  of  the  Treasury  Department  describing  the 
Investment  Tax  Credit  proposal  and  other  parts  of  President 
Clinton's  economic  package,  the  statement  is  made  that  "leased 
property  would  be  subject  to  limitations  to  prevent  shifting  of 
the  credit  to  firms  able  to  claim  the  credit."   The  association 
takes  this  to  mean  that  provisions  for  leased  equipment  in  the 
new  ITC  should  not  permit  leasing  to  be  used  to  circumvent  the 
targeted  or  incremental  nature  of  the  proposed  ITC.   The 
Equipment  Leasing  Association  agrees  with  that  principle  and  has 
studied  the  matter  at  some  length.   Based  on  that  study,  the 
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association  recommends  that  the  accrual  (earning)  of  any  credit 
b.  based  solely  on  the  historical  fixed  base  of  equipment 
(  hether  leased  or  owned)  and  the  current  level  of  equipme  t 
acquisition  (whether  leased  or  owned) . 

The  intent  of  the  President  is  to  stimulate  companies  to  acquire 
more,  newer,  highly  productive  assets.   By  targeting  the  accrual 
of  the  credit  to  either  small  companies  (revenue  under  $5 
million)  or  to  net  new  investment  (investment  above  the  user's 
base  line  investment) ,  the  accrual  of  the  new  ITC  is  irrevocably 
tied  to  the  company  using  the  equipment.   The  beneficial  role 
that  leasing  and  the  lessor  can  play  in  providing  investment 
capital,  however,  can  continue  by  providing  that  leased 
equipment,  as  well  as  owned  equipment,  is  included  in  the 
investment  base.   No  provision  of  the  tax  law  should  interfere 
with  how  a  business  chooses  to  acquire  its  equipment. 
Businesses  lease  for  many  reasons  unique  to  their  own  company. 
Because  the  intent  of  the  Investment  Tax  Credit  is  to  incent 
companies  to  increase  their  investment,  no  additional  provisions 
should  be  added  that  limit  how  a  company  acquires  additional 
equipment. 

A  second  provision  should  be  included  in  the  law  that  is 
consistent  with  prior  law  regarding  ITC.   In  many  cases,  a 
company  that  uses  leasing  to  acquire  equipment  is  unable  to  use 
the  tax  credit  it  accrues.   Pre-1986  law  provided  that  a 
lessor/owner  for  tax  purposes  could  either  use  tax  credits  it 
accrued  on  equipment  it  owned,  or  pass  it  to  the  lessee/user  of 
the  equipment.   Under  the  new  ITC  in  which  all  tax  credits  would 
be  accrued  by  the  company  using  the  equipment,  the  law  should 
provide  that  the  user/lessee  of  equipment  has  the  option  to  use 
the  tax  credit  it  has  accrued  or  pass  it  to  the  lessor  of  the 
eq  Lpment.   If  the  user  of  leased  equipment  elects  to  use  the 
cr»;Jit  itself,  it  receives  the  economic  stimulus  to  acquire 
equipment.   If  the  lessee  is  unable  to  use  the  credit  against 
its  tax  liability  and  therefore  get  the  economic  stimulus  for 
equipment,  it  can  elect  to  pass  it  back  to  the  lessor/ owner  of 
the  equipment  for  the  lessor's  use.   In  that  case,  the  economic 
stimulus  for  the  lessee  is  reflected  in  lower  lease  payments. 

In  either  case,  the  company  acquiring  and  using  equipment  will 
receive  the  economic  incentive  which  President  Clinton  intends 
to  incent  new  investment. 

Inclusion  of  the  provisions  described  above  related  to  equipment 
leasing  and  the  ITC  would  accomplish  two  important  objectives. 
It  would  permit  equipment  leasing  to  continue  to  play  its 
prominent  role  of  providing  capital  equipment  to  American 
business  and  industry.   And  the  provisions  would  prevent  the 
shift  of  investment  base  or  incremental  investment  between  an 
operating  company  and  a  leasing  company  to  avoid  the  stated 
intentions  of  the  new  Investment  Tax  Credit. 

The  association  thanks  the  committee  for  its  consideration. 


Statement  of  the  National  Automobile  Dealers  Assocl\tion 

Mr.  Chairman  and  Members  of  the  Committee:  The  National  Automobile  Dealers 
Association  (NADA)  is  a  national  trade  association  representing  over  19,000  fran- 
chised  new  car  and  truck  dealers  holding  more  than  35,000  separate  franchises.  The 
primary  business  of  NADA  members  is  the  retail  sale  of  new  and  used  motor  vehi- 
cles, both  foreign  and  domestically  produced.  Our  dealers  also  are  engaged  in  auto- 
mobile service,  repair,  and  parts  sales. 

On  behalf  of  domestic  and  import  car  dealers  alike,  NADA  supports  repeal  of  the 
luxury  tax  on  all  products  as  part  of  the  legislation  to  implement  President  Clinton's 
proposals  for  public  investment  and  deficit  reduction.  We  beUeve  the  luxury  tax  was 
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ill-conceived,  discriminatory  and  counter-productive.  It  isn't  "soaking  the  rich,"  it's 
adding  an  impediment  to  car  sales  which  is  the  last  thing  we  need  in  this  economic 
climate. 

When  the  luxury  tax  was  enacted  in  1990,  those  items  considered  "luxury  goods" 
were  cars,  furs,  airplanes,  yachts  and  Jewelry.  With  regard  to  cars,  the  law  provides 
that  purchasers  of  vehicles  retailing  for  more  than  $30,000  must  pav  a  10  percent 
tax  on  the  amount  in  excess  of  $30,000.  When  Congress  imposed  this  tax,  it  was 
ostensibly  to  raise  revenue  and  at  the  semie  time  respond  to  the  situation  in  the 
Persian  Gulf.  The  bill  was  developed  hurriedly  behind  closed  doors  with  almost  no 
involvement  by  the  Congress  as  a  whole,  and  members  had  very  little  knowledge 
of  what  the  bill  contained. 

Since  enactment  of  the  law,  Congress  reconsidered  the  wisdom  of  the  tax  and  pro- 
posed to  partially  repeal  it.  The  two  tax  bills  (H.R.  4210,  H.R.  11)  vetoed  by  Presi- 
dent Bush  in  the  102nd  Congress  included  repeal  of  the  luxury  tax  on  all  products 
except  cars  and  indexed  the  $30,000  threshold  for  autos  to  the  rate  of  inflation.  The 
decision  by  Congress  not  to  repeal  the  tax  on  cars  was  justified  on  the  basis  that 
cars  "raise  a  lot  of  money." 

Consequently,  the  whole  issue  of  luxury  taxes  is  back  on  the  table  in  1993.  NADA 
supports  repeal  of  the  luxury  tax  on  all  products.  It  is  unjust  for  Congress  to  single 
out  one  industry  to  bear  the  burden  of  tnis  tax.  If  Congress  moves  the  same  repeal 
package  again,  a  very  basic  inequity  exists.  A  $300,000  yacht,  a  $250,000  diamond 
necklace,  and  an  $80,000  fur  coat  will  then  not  be  considered  luxunr  items,  but  a 
$31,000  car  will  be.  This  is  a  totally  foolish  policy  and  should  clearly  be  changed. 

The  tax  was  originally  enacted  to  collect  more  revenue  from  the  affluent.  How- 
ever, in  the  real  world  the  tax  has  become  a  negotiating  element  in  the  retail  sale 
of  the  automobile.  A  potential  customer  will  generally  bargain  with  the  dealer  to 

Eay  a  portion  or  all  of  the  tax.  In  order  to  make  the  safe,  the  dealer  will  many  times 
ave  to  submit  to  the  customer's  demands.  While  the  tax  was  designed  to  be  paid 
by  the  "rich,"  in  practice  much  of  the  tax  is  being  paid  by  the  small  business  auto- 
mobile dealer.  This  hurts.  Between  1989  and  1992  net  dealership  profit  has  fluc- 
tuated between  1.0  and  1.4  percent  of  total  sales.  This  period  represents  one  of  the 
lowest  profit  levels  ever.  The  further  reduction  of  these  profit  margins  which  occurs 
when  dealers  are  forced  to  pay  "luxury"  tax  is  a  significant  problem  to  desilers  which 
was  never  intended  by  the  taxing  committees. 

Equity  and  rational  policy  considerations  demand  that  the  tax  be  repealed.  How- 
ever, we  know  that  tax  legislation  is  not  always  driven  by  equity  and  rational  policy 
considerations.  It  is  driven  by  revenue  concerns.  For  that  reason,  we  are  aware  that 
repeal  would  reouire  revenue  replacement.  At  the  present  time  we  are  actively  seek- 
ing an  acceptable  revenue  offset.  We  believe  that  we  wiU  be  successful.  However, 
in  the  event  there  is  a  hitch  in  our  efforts,  the  automobile  dealer  still  needs  relief. 
At  the  very  least,  the  tax  must  be  taken  out  of  the  showroom.  If  the  tax  on  auto- 
mobiles is  continued,  it  must  be  collected  at  the  manufacturer  level  so  it  ceases  to 
become  part  of  the  bargaining  process. 

We  appreciate  the  opportunity  to  have  our  written  statement  included  in  the 
Committee's  hearing  record  and  urge  the  members  to  address  the  problems  being 
created  by  this  ill-advised  tax. 


Statement  of  the  United  States  Telephone  Association 

The  following  testimony  is  submitted  on  behalf  of  the  United  States  Telephone  As- 
sociation ("USTA")  USTA  is  the  primary  trade  association  of  local  telephone  compa- 
nies, serving  more  than  99  percent  of  the  access  lines  in  the  United  States.  USTA 
represents  over  1100  members  ranging  in  size  from  the  regional  Bell  companies  to 
the  smallest  of  independents. 

USTA  supports  the  Clinton  Administration's  goals  of  deficit  reduction  and  long- 
term  economic  growth.  USTA  supports  the  notion  of  spending  cuts  set  forth  in  Presi- 
dent Clinton's  Economic  Stimulus  and  Deficit  Reduction  Plan  and  hopes  Congress 
will  find  significantly  more.  USTA  also  is  pleased  that  the  Administration  recog- 
nizes the  critical  role  that  capital  investment,  especially  investment  in  the  nation  s 
technological  infrastructure,  must  play  in  rebuilding  our  economy. 

While  USTA  recognizes  that  deficit  reduction  and  a  balanced  budget  cemnot  be 
achieved  totally  through  spending  cuts,  any  tax  increases  must  be  fashioned  in  such 
a  way  as  to  not  hinder  capital  investment  which  is  critical  to  achieving  a  sustained 
economic  recovery.  Our  industry's  1992  Federal  income  tax  payments  are  estimated 
to  be  greater  than  2  times  the  level  experienced  in  1985,  prior  to  the  enactment  of 
the  Tax  Reform  Act  of  1986.  The  proposed  2%  corporate  rate  increase  will  further 
reduce  the  industry's  internally  generated  fimds  available  for  telecommunications 
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the  President's  prolram  is  TttemSiii  tn  ^0!.^  Jechnology  infrastructure  which 
this  effort.  attempting  to  enhance.  Again,  we  stand  ready  to  assist 

miniSfn  W^osTsTi^^^^^^^^^^  -"^--^  growth.  The  Ad- 

dealing  with  tfie  heavy  bm-den  Sf  Inl,^^^  f  A°it^  ""i  '^proving  our  economy  by 
vestment  in  our  S7  What  remafns  fTKf  H  ^^^^  f  "^  ^^^  consequent  lack  of  in^ 
of  those  ends.  USTA  would  be  pEased  to  foin  wfth'ti'.  ^^P'^'^f  "^  P'-^POBals  worthy 
this  task.  pieasea  to  jom  with  the  Committee  as  it  approaches 
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